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Negotiability and Form of Checks 


Editorial Staff of The Banking Law Journal 


Negotiability in general. 

Check must be unconditional. 

Check must be for definite amount in money. 
Time of payment. 

Check must be payable to order or bearer. 
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The drawee or payor. 
Recital of consideration. 
Why negotiable checks? 
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§ 2.1. Negotiability in general. “An instrument to be nego- 


tiable must conform to the following requirements: (1) It must be 


in writing and signed by the maker or drawer; (2) Must contain an 
unconditional promise or order to pay a sum certain in money; (3) 
Must be payable on demand, or at a fixed or determinable future 
time; (4) Must be payable to order or bearer, and (5) Where the 
instrument is addressed to a drawee, he must be named or other- 
wise indicated therein with reasonable certainty.”1 These basic 
requirements apply under both the Negotiable Instruments Law and 
the Uniform Commercial Code.” 


negotiability cannot depend upon ex- 
trinsic facts.” 


1. N. I. L. §1. To borrow the 
words of the court in Schlesinger v. 


Arline (C. C., Ga., 1887) 31 Fed. 
648, 23 B. L. J. 612, “the paper must 
carry its full history on its face.” 

In Equitable Trust Co. v. Harger 
(1913) 258 Ill. 615, 102 N. E. 209, 
the court said: “Whether a written 
instrument is negotiable must be de- 
termined from the writing itself. Its 


2. The corresponding Code provi- 
sion is U. C. C. §3-104 (1) which 
covers the first four points (those of 
N. I. L. §§1 (1) through 1 (4) in- 
clusive). N. I. L. §1 (5) is covered 
in U. C. C. §3-102 (1)(b) which 
states: “An ‘order’ is a direction to 
pay and must be more than an au- 


* This article is the fifth of a series to be incorporated in a book on the law 


of negotiable instruments. 
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The chief effect of an instrument being negotiable is that one 
who takes such paper in good faith, without notice of any defect 
or defense, before maturity and for value, becomes the owner of 
the paper unaffected by the equities and defenses existent between 
the original parties to the contract.’ 

While non-negotiable paper is assignable, and the assignee may 
maintain an action on such a contract, it is nevertheless subject to 
all defenses which the maker could have urged against the original 
payee, even though taken by the transferee for value and before 
due. While the negotiability of bank checks was at one time 
questioned, it is now well established that checks in proper form 
are negotiable instruments and, with certain exceptions governed 
by the same rules which apply to other negotiable instruments.® 

The negotiable character of a bank check was first judicially 
established in the year 1764 in the English courts. It has been 
held that the negotiability of a check is not affected by the fact 
that it contains or fails to contain the words “value received”;7 nor 
is it affected by the maker’s seeking to recall it soon after delivery 
to a transferee, and notifying such transferee that payment would 
be stopped.® 


§ 2.2. Check must be unconditional. One of the essentials 


of a negotiable check is that it be payable without condition. This 
means that there must not appear on it a statement that it is subject 


thorization or request. It must iden- 4. See Mutual Inv. Co. v. Fried- 


tify the person to pay with reasonable 
certainty. .. .” 

It might be noted that the Code 
also defines “promise” in §3-102 (1) 
(c) by stating: “A ‘promise’ is an 
undertaking to pay and must be more 
than an acknowledgment of an ob- 
ligation.” 

3. Bank of Sampson v. Hatcher 
(1909) 151 N. C. 359, 66 S. E. 308, 
27 B. L. J. 188. 

See Chapter 6 §6.1 et seq. 

One purpose of negotiability is to 
enable one to take instrument in due 
course without concerning himself 
with state of accounts between orig- 
inal parties thereto. Forastiere v. 
Springfield Inst. for Savings (1939) 
803 Mass. 101, 20 N. E. (2d) 950, 
56 B. L. J. 483. 


man (1951) 83 Ga. App. 544, 64 
S. E. (2d) 298. 

5. This is clearly true under both 
the Code and the N. I. L. See defini- 
tions of “check”, U. C. C. §3-104 
(2)(b) and N. I. L. §185. See also 
Chapter 1 §1.4. 

6. Grant v. Vaughan (Eng., 1764) 
8 Burr 1516. 

7. Famous Shoe & Clothing Co. 
v. Crosswhite (1894) 124 Mo. 34, 27 
S. W. 397. 

8. Lazarowitz v. Stafford (1917) 
167 N. Y. S. 910, 35 B. L. J. 123. 

9. N. I. L. §1 (1) and U. C. C. 
§3-104 (1)(b). See also N. I. L. §5 
preamble. See Jerome v. Eastern 
Finance Corp. (1944) 317 Mass. 364, 
58 N. E. (2d) 122, 62 B. L. J. 197. 
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to any other order, promise or condition, there must be no additional 
order or promise on the check itself and it must not be limited to 
payment out of a particular fund. A check, which directed the 
payment of a certain sum of money, “provided the receipt at the 
foot hereof is duly signed, stamped and dated” was held to be 
conditional and, therefore, not negotiable.’° But a check was held 
to be negotiable notwithstanding these words “The receipt at 
back hereof must be signed, which signature will be taken as an 
indorsement of the cheque.” The court said that the order to pay 
was unconditional; for, while the words in question were imperative 
in form they were not addressed to the bankers and did not affect 
the nature of the order to them.’!_ And a check was held not to be 
conditional although the words, “For Wilkes” were written upon 
its face and the following printed matter appeared at the bottom of 
the check “This check may not be paid unless the object for which 
drawn is stated.” These words did not make the check payable on 
a contingency. They merely required the check to bear a state- 
ment of the object for which it was drawn, in order that it might 
take effect as a valid obligation.’* 

There appear to be some conditional terms which may be in- 


cluded in a check, such as conditions relating to the payment of the 
check, without destroying negotiability. Such terms might in- 


clude (a) “in full payment,” (b) “payee’s indorsement required,” (c) 
“void if drawn for over $500” or (d) various collection, routing or 
protest instructions.'* 


10. Bavins v. Bank (Eng., 1900) 
1 Q. B. Div. 270. 


11. Nathan v. Ogdens Ltd. (Eng., 
1905) 93 L. T. Rep. 553, 37 B. L. J. 
259. See also P. J. Williams Indus- 
tries v. First State Bank (Tex., 1931) 
88 S. W. (2d) 1109, 48 B. L. J. 776. 


12. Brown v. Cow Creek Sheep 
Co. (1912) 21 Wyo. 1, 126 Pac. 886. 

It was also held that negotiability 
of a check is not affected by a state- 
ment on the face “For full payment 
for contract #61 K. H. R. C.” Ameri- 
can Surety Co. v. Federal Reserve 
Bank (D. C., Mo., 1939) 29 F. Supp. 
940, 57 B. L. J. 100. 


13. See 1 Paton’s Digest, Checks 


§7, p. 1088 et seq. For a case ap- 
plying examples (a) and (b) of the 
text above, see Oklahoma State Bank 
v. Hanover Fire Ins. Co. (1934) 169 
Okla. 116, 36 Pac. (2d) 43, 51 
B. L. J. 1009. 

U. C. C. §3-112 (1)(£) would ap- 
ply to example (a) and U. C. C. 
§4-205 (1) to example (b) of the 
text. 

There is some question about the 
negotiability of a check marked “void 
after 30 days.” See 1 Paton’s Digest 
p. 1087. It is submitted that such 
a legend should be regarded as an 
instruction to present the check with- 
in the specified time or the drawer 
will be discharged and should not 
affect negotiability. 
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A statement in a check indicating the particular fund out of 
which reimbursement is to be made, or a particular account to be 
debited with the amount, or a statement of the transaction which 
gave rise to the instrument does not make the order to pay, con- 
ditional.14 For instance, the notation on the back of a check “To 
be used in part renewal of note”, it has been held, did not destroy 
its negotiability but was merely a statement of the transaction 
which gave rise to the instrument.’ 

There is a distinction, however, between a check which indi- 
cates the account to be charged with the amount and one which 
directs payment to be made out of a particular fund. A check which 
indicates a particular fund out of which payment must be made 
is conditional and therefore not negotiable.’® To illustrate, a bill 
reciting that the amount thereof is to be deducted from money due 
the drawer on a loan on certain real property is payable out of a 

_particular fund and is not negotiable.'* 

And further, a check to a real estate broker bearing a statement 
that is to be returned if a certain real estate deal is not consum- 
mated would not be an unconditional order and therefore the check 
is not negotiable.’® 


The Code in general follows the N.I.L. approach by providing 


14. N. I. L. §3 provides as follows: 


“An unqualified order or promise 
to pay is unconditional within the 
meaning of this act, though coupled 
with: 

“1. An indication of a particular 
fund out of which reimbursement is 
to be made, or a particular account 
to be debited with the amount; or 

“2. A statement of the transaction 
which gives rise to the instrument. 

“But an order or promise to pay 
out of a particular fund is not uncon- 
ditional.” 

For comparable Code provision, 
see note 19 infra. 

In Ridgely Nat. Bank v. Patton & 
Hamilton (1884) 109 Ill. 479, the 
following instrument was held to be 
a valid check: 

“The Ridgely National Bank, 
Springfield, Illinois: Pay to Patton 
& Hamilton, for account of Lewis 


Coleman & Co., or order, ten hundred 
eighteen 23/100 dollars. $1018.23 
Kimber Ragsdale & Co.” 

15. Howard Co. v. International 
Bank (1918) 198 Mo. App. 284, 200 
S. W. 91. See also International Fi- 
nance Co. v. Northwestern Drug Co. 
(D. C., Minn., 1922) 282 Fed. 920, 
39 B. L. J. 872. 

16. N. I. L. §8. 


17. Tisdale Lumber Co. v. Piquet 
(1912) 153 App. Div. 266, 137 
N. Y. S. 1021, 30 B. L. J. 33. See 
also State Bank of Sheridan v. Heider 
(1932) 189 Or. 185, 9 Pac. (2d) 117, 
49 B. L. J. 658 (draft payable out of 
the earnings of a certain timber log- 
ging contract held non-negotiable). 

18. Anderson v. Bing (1951) 35 
Tenn. App. 250, 244 S. W. (2d) 187. 
See also Irving Trust Co. v. Leff 
(1980) 258 N. Y. 359, 171 N. E. 
569, 47 B. L. J. 599. 
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that a statement of the transaction giving rise to the check or an 
indication of the fund to be debited does not make the check con- 
ditional and non-negotiable.’ However, the Code substantially 
expands the scope of a permissible “statement of the transaction” 
to clarify certain situations where negotiability has been in doubt 
under prior law.2® The Code also provides that negotiability is 
not destroyed by a term in a draft providing that the payee by in- 
dorsing or cashing it acknowledges full satisfaction of an obliga- 
tion of the drawer.*! 

The Code also specifies two instances in which negotiability is 
not necessarily destroyed by directions on a check to pay out of a 
particular fund. These are where the issuer is a government, gov- 
ernment agency or unit®? and where the check is to be paid out of 








19. U.C.C. §3-105 reads: 


“(1) A promise or order other- 
wise unconditional is not made con- 
ditional by the fact that the instru- 
ment 

“(a) is subject to implied or con- 
structive conditions; or 

“(b) states its consideration, wheth- 
er performed or promised, or the 
transaction which gave rise to the 
instrument, or that the promise or 
order is made or the instrument ma- 
tures in accordance with or ‘as per’ 
such transaction; or 

“(c) refers to or states that it 
arises out of a separate agreement; or 

“(d) states that it is drawn under 
a letter of credit; or 

“(e) states that it is secured 
whether by mortgage, reservation of 
title or otherwise; or 

“(f£) indicates a particular account 
to be debited or any other fund or 
source from which reimbursement is 
expected; or 

“(g) is limited to payment out of 
a particular fund or the proceeds of 
a particular source, if the instrument 
is issued by a government or gov- 
ernmental agency or unit; or 

“(h) is limited to payment out of 
the entire assets of a partnership, un- 





incorporated association, trust or es- 
tate by or on behalf of which the 
instrument is issued. 

“(2) A promise or order is not 
unconditional if the instrument 

“(a) states that it is subject to or 
governed by any other agreement; or 

“(b) states that it is to be paid 
only out of a particular fund or source 
except as provided in this section.” 

Compare N. I. L. §3 set forth in 
note 14 supra. 


20. See Comments 1-4 of U. C. C. 
§3-105. It has been suggested that §3- 
105 (1)(a) through (1)(e) “should 
be of immense assistance to courts 
called upon to determine whether or 
not particular language conditions the 
promise or order of an instrument.” 
See Hawkland, Commercial Paper 
(Negotiable Instruments under the 
Uniform Commercial Code, Novem- 
ber, 1959), p. 8. 


21. U. C. C. §3-112 (1)(f). For 
effect of such a provision itself, see 
Chapter 1 §1.16. 


22. U.C.C. §3-105 (1)(g). For 
statements that instruments issued by 
a government agency and payable out 
of a particular fund are non-negotia- 
ble, see Manker v. American Sav. 
Bank & Trust Co., (1924) 131 Wash. 
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the entire assets of a partnership, unincorporated association, trust 
or estate.** 


§ 2.3. Check must be for definite amount in money. One of 
the requirements of negotiability under both the Code and the 
Negotiable Instruments Law is that the order to pay must require 
the payment of a “sum certain in money.” ** The sum payable is a 
“sum certain” within the meaning of both statutes although it is 
to be paid with exchange, whether at a fixed rate or at the current 
rate. The Code also permits a statement that the instrument is 
payable “less exchange,” thus giving recognition to an occasional 
practice.”*> 

Under the law merchant a bill or note, to be negotiable, was re- 
quired to be payable in money and this requirement is continued by 
both the Code and the Negotiable Instruments Law. A check or 
-other instrument does not, however, under the N.I.L., lose nego- 
tiability because it specifies a particular kind of “current money” 


out of which payment is to be made.?® 
The rule is well settled that a bill or note payable in specific 


foreign money is negotiable.* 


430, 2380 Pac. 406, 42 A. L. R. 1021, 
42 B. L. J. 87; People v. Gibbs 
(1952) 413 Ill. 154, 108 N. E. (2d) 
446, 70 B. L. J. 289. See note 42 
A. L. R. 1087. 


23. U.C.C. §3-105 (1)(h). For 
examples of opposite results in- 
volving an instrument payable sole- 
ly out of the assets of an unincor- 
porated business or business trust, 
see Lorimer v. McGreevy (1935) 
229 Mo. App. 970, 84 S. W. (2d) 
667 (non-negotiable) and Hibbs v. 
Brown (1907) 190 N. Y. 167, 82 
N. E. 1108 (negotiability not de- 
stroyed ). 

24. N. I. L. §1 (2) and U. C. C. 
§3-104 (1)(b). 


25. N. I. L. §2 (4) and U. C.C. 
§3-106 (1)(d). The Code provision 
also includes the “less exchange” lan- 
guage referred to in the text. Com- 
ment 2 to U. C. C. §3-106 states that 
such language “recognizes the oc- 
casional practice of making the in- 


Thus an instrument, payable in 


strument payable with exchange 
deducted rather than added.” 

26. N. I. L. §6 (5). A check for 
less than one dollar is valid in the 
absence of prohibitory statute. The 
Federal statute, 18 U. S. C. §336, 
prohibiting circulation of any note, 
check, memorandum, token or other 
obligation for less than one dollar, 
intended to circulate as money, ap- 
parently would not apply to an or- 
dinary bank check for less than one 
dollar; an ordinary check is not a 
circulating medium of money. 

27. N. I. L. §6 (5). 

In Brown v. Perera (1918) 176 
N. Y. S. 215, the court said: “This 
rule that paper payable in foreign 
money is negotiable cannot be under- 
stood or justified except upon the 
assumption that the foreign money 
itself possesses like qualities of nego- 
tiability. The law merchant would 
never have conferred upon the paper 
promise or direction to pay, a higher 
commercial dignity and security than 
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“pounds sterling” is negotiable.** An instrument payable in “gold 
dollars” is also payable in money and negotiable,?® but one which 
calls for the payment of “an ounce of gold,” lacks negotiability for 
the reason that it is not payable in money.*® 

The term “money,” though not defined in the N.LL., has been 
defined by the Supreme Court of Wisconsin: “Money is a generic 
and comprehensive term. It is not a synonym of coin. It includes 
coin, but it is not confined to it. It includes whatever is lawfully, 
and actually current in buying and selling, of the value and as the 
equivalent of coin. By universal consent, under the sanction of all 
courts everywhere, or almost everywhere, bank notes lawfully is- 
sued, actually current at par in lieu of coin, are money. The com- 
mon term paper money is in a legal sense quite as accurate as the 
term coined money.” *4 

A bank need not pay a check drawn upon it when the check is 
payable in anything but money, unless it agrees with the customer 
to make payment in some other medium. Thus, it appears to have 
been held that an instrument payable in “exchange” or in “New 
York exchange” or the like is non-negotiable.* 

One question unsettled prior to general adoption of the Ne- 
gotiable Instruments Law was whether an instrument payable in 
“current funds” or in “currency” is negotiable. The difficulty ap- 
pears to have arisen from a doubt on the part of some courts as to 
whether “money” means “legal tender” or “lawful money”; in other 
words, whether an instrument payable in “current funds” or “cur- 
rency” is one that is not payable in “money.” 8 


179. In this case a certificate of de- 
posit payable in currency was held 
to be payable in money and negoti- 
able. 


32. First Nat. Bank v. Slette 
(1897) 67 Minn. 425, 69 N. W. 1148, 
14 B. L. J. 150, 87 B. L. J. 257; 
Chandler vy. Calvert (1901) 87 Mo. 
App. 368, 33 B. L. J. 723; Hogue 


is possessed by the thing in which the 
paper is payable.” 

28. King v. Hamilton (C. C., Or., 
1882) 12 Fed. 478. 

See also Incitti v. Ferrante (1933) 
12 N. J. Misc. 840, 175 Atl. 908, in- 
volving an instrument payable in 
“Ttalian lires.” 


29. Chrysler v. Renois (1870) 48 


N. Y. 209. See also Eastman v. Sun- 
set Park Land Co. (1917) 35 Cal. 
App. 668, 170 Pac. 642, 35 B. L. J. 
850. 

30. Roberts v. Smith (1886) 58 
Vt. 492, 4 Atl. 709. 


31. Klauber v. Biggerstaff (1879) 
47 Wis. 551, 3 N. W. 357, 24 B. L. J. 


v. Edwards (1881) 9 Ill. App. 148. 


33. See Britton on Bills and Notes 
§32, p. 122 et seq. and Beutel’s Bran- 
nan Negotiable Instruments Law 
(7th Ed.) pp 800, 301. See also 
B. L. J. Digest §§969, 971 and 972 
for cases illustrating judicial confu- 
sion on this matter. 





560 THE BANKING LAW JOURNAL 

This question has not been definitely settled by the Negotiable 
Instruments Law. The N.I.L. declares that an instrument to be ne- 
gotiable must be payable in money, but permits designation of “a 
particular kind of current money in which payment is to be made.”** 

The Code should clear up such doubts since it provides: “An 
instrument is payable in money if the medium of exchange in which 
it is payable is money at the time the instrument is made. An in- 
strument payable in ‘currency’ or ‘current funds’ is payable in 
money.” *5 

The Code also defines “money” as a “medium of exchange 
authorized or adopted by a domestic or foreign government as a 
part of its currency.” A Code comment states, in effect, that the in- 
tention is to reject the narrow view of some early cases that money 
is limited to legal tender, while also to reject any contention that 
‘some non-monetary medium of exchange, such as gold dust, beaver 
pelts or cigarettes might be money.*® 

With respect to a check payable in a specific foreign money, the 
Code follows the general rule given above** with a subsection read- 
ing: “A promise or order to pay a sum stated in a foreign currency 
is for a sum certain in money and, unless a different medium of pay- 
ment is specified in the instrument, may be satisfied by payment of 
that number of dollars which the stated foreign currency will pur- 
chase at the buying sight rate for that currency on the day on which 
the instrument is payable or, if payable on demand, on the day of 
demand. If such an instrument specifies a foreign currency as the 
medium of payment the instrument is payable in that currency.” ** 


§ 2.4. Time of payment. The Negotiable Instruments Law 
provides that in instrument, to be negotiable, must be payable on 


that case, the court stated that a 
contract referring to banknotes issued 
under the authority of the Imperial 
Russian government was within the 
statute of frauds although such a 
contract would not have been within 


34. N. I. L. §§1(2) and 6(5). 

A certificate of deposit payable in 
current funds was held negotiable in 
Peoples Savings Bank v. Smith 
(19380) 210 Iowa 136, 230 N. W. 
565, 69 A. L. R. 399. 


35. U. C. C. §3-107 (1). 

36. U. C. C. §1-201 (24) and 
Comment 1 to U. C. C. §3-107. 

It appears that Reisfeld v. Jacobs 
(1919) 107 Misc. 1, 176 N. Y. S. 223 
might serve as a guide as to whether 
an instrument payable in a particular 
medium is payable in money. In 


the statute of frauds had the subject 
of the contract been “money.” By 
this time, the Russian revolution had 
taken place and the Imperial notes 
no longer passed as current money 
anywhere. 

37. See text at notes 27 and 28. 


38. U. C. C. §3-107 (2). 
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demand, or at a fixed or determinable future time.*® It also defines 
a check as a bill of exchange drawn on a bank, payable on demand.*° 

The Uniform Commercial Code provides that any writing, to be 
a negotiable instrument within Article 3, must be payable on de- 
mand or at a definite time.*! A check is defined as a draft drawn 
on a bank and payable on demand.* 

Checks are usually payable on demand, but occasionally a check 
is drawn which is not payable on demand and the question might 
arise as to whether such a check is a negotiable instrument. 

It is suggested that such a check, while probably negotiable, 
may be regarded as incomplete. It has been held however by the 
Supreme Court of the State of Washington that a trade acceptance, 
payable November 1, or one payable December 1, the year being 
omitted, is uncertain as to time of payment and incomplete. Such 
an instrument does not come within the rule that an instrument, in 
which no time of payment is expressed, is payable on demand.** 

It has also been held, under the N.I.L., that a check made pay- 
able a specified period after the drawer’s death is negotiable.** This 
holding applies a provision of the N.I.L. which has been rejected 
in the Code.* 


§ 2.5. Check must be payable to order or bearer. To be 
negotiable, a check must be payable to order or bearer, under both 
the N.I.L. and the Code.** The words “Pay to the order of John 


39. N. I. L. §1(8). 

40. N. I. L. §185. 

41. U. C. C. §3-104 (1)(c). 

42. U. C. C. §3-104 (2)(b). 

43. United Ry. etc. Co. v. Siberian 
Commercial Co. (1921) 117 Wash. 
847, 201 Pac. 21, 19 A. L. R. 506, 39 
B. L. J. 417. 


A check signed by drawer, contain- 


demand. N. I. L. §7 (2) and 
U. C. C. §3-108. 

44. Keeler v. Hiles’ Estate (1919) 
103 Neb. 465, 172 N. W. 363, 386 
B. L. J. 760; In re Knapp’s Estate 
(1924) 197 Iowa 166, 197 N. W. 22, 
41 B. L. J. 417. See note dealing 
with post mortem performance which, 
among other things, discusses checks 
payable after drawer’s death, 1 


ing unconditional order to pay speci- 
fied sum to order of a named payee, 
addressed to a named drawee bank 
and payable on demand because of 
failure to state any time of payment 
is a negotiable instrument. Bank of 
Fort Mill v. Rollins (1950) 217 S. C. 
464, 61 S. S. (2d) 41, 67 B. L. J. 
661. 

An instrument in which no time 
of payment is stated is payable on 


A. L. R. (2d) 1178 at p. 1226. 

45. N. I. L. §4 (3) validated post- 
obituary instruments. U. C. C. §3- 
109 (2) reverses the rule of the 
N. I. L. Thus, a check payable 10 
days after drawer’s death would, un- 
der the Code, not be payable at a 
definite time and would therefore be 
non-negotiable. 

46. N. I. L. §1 (4) and U. C. C. 
§3-104 (1)(d). 
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Doe,” “Pay to John Doe or order” or any words directing payment 
to bearer are words of negotiability. Without words of negotiabili- 
ty, the instrument would be non-negotiable. Thus, a check worded 
“Pay John Doe” would be non-negotiable.** 

That there may be no doubt as to what constitutes an instru- 
ment payable to order, it is provided in both statutes that an instru- 
ment is “payable to order” when it is payable to the order of a 
specified person or to him or his order. The Code provides, ad- 
ditionally, that an instrument payable to the “assignee of any per- 
son” or an instrument “conspicuously designated on its face as ‘ex- 
change’ or the like” and naming a payee is payable to order.* 

Both the Code and the N.L.L. sanction checks drawn to the order 
of the drawer himself, the drawee bank, any other person, two or 
more payees together, or alternative payees. Both statutes also 
provide for instruments payable to the order of the holder of an 
office, with the Code also specifying that such an instrument is 
payable to the principal but that the incumbent or his successors 
“may act as if he or they were the holder.” 

The Code also provides that a check is payable to order if pay- 
able to the order of “an estate, trust or fund, in which case it is 
payable to the order of the representative of such estate, trust or 


fund or his successors.” °° This should clear up a doubtful area 
under prior case law. While some courts have held such an instru- 
ment an order instrument, others have taken the position that such 
an instrument is payable to bearer either on the ground that the 
payee is a fictitious person or that “the name of the payee does not 
purport to be the name of any person.” ®4 


47. Haggard v. Mutual Oil & Re- 
fining Co. (1924) 204 Ky. 209, 263 
S. W. 745, 41 B. L. J. 656 is a typical 
illustrative case. See also note 
“When instrument is payable to order 


49. Both provisions, N. I. L. §8 
and U. C. C. §8-110 (1)(a), (b), 
(c), (d) and (f) cover the same 
ground but the Code provision ap- 
pears more precisely worded. Both 


within Uniform Negotable Instru- 
ments Law”, 58 A. L. R. 1085. 


48. N. I. L. §8 (preamble) and 
U. C. C. §3-110 (preamble). The 
reference to “assigns” in the Code 
provision probably accords with case 
law. See Brainerd v. N. Y. & H. R. 
Co. (1862) 25 N. Y. 496. The ref- 
erence in the Code provision to “ex- 
change” instruments is to certain in- 
struments used in international trade. 


provisions also require naming of the 
payee “with reasonable certainty.” 


50. U. C. C. §3-110(e). 


51. Thus applying N. I. L. §9 (3) 
or §9 (4). For examples of contrary 
holdings, see Bacher v. City Nat. Bank 
(1943) 347 Pa. 80, 31 Atl. (2d) 725, 
60 B. L. J. 659; Shaw v. Smith (1889) 
150 Mass. 166, 22 N. E. 887, 2 
B. L. J. 171 (instrument to order of 
Estate of X is order instrument pay- 
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One other new provision in the Code specifies that an instru- 
ment payable to the order of a partnership or unincorporated as- 
sociation is an order instrument.®? This is consonant with the pro- 
vision described immediately above. 

Finally, it is stipulated in the Code that an instrument not pay- 
able to order is not made so payable by the words “payable upon 
return of this instrument properly indorsed,” or words of like im- 
port. This latter provision would most likely apply to certificates of 
deposit and overturn some decisions to the contrary.’ It should 
not follow that a check in negotiable form would be rendered non- 
negotiable by language requiring payee’s indorsement.™ 

Under both statutes, a check would be payable to bearer when 
expressly made so payable or “when the name of the payee does 
not purport to be the name of any person.” *5 The Code also states 
that a check payable to “cash” is a bearer instrument, thus expressly 
providing what is clearly the understanding under the N.I.L.%° 


The N.I.L. provides that a check “payable to a person named 
therein or bearer” is a bearer instrument. The Code states the 


same rule as to a check payable to “a specified person or bearer.” 
In addition, the Code also declares: “An instrument made payable 
both to order or to bearer is payable to order unless the bearer words 


are handwritten or typewritten.”5* The Comment indicates this 
language is to apply to occasional instruments reading “Pay to 
the order of John Doe or bearer” where a printed form is used con- 
taining the word “bearer.” ®® However, one authority has criti- 
cized this latter Code provision as not consonant with the Code 


U. C. C. §3-111 (a) and (c). The 
Code rephrases N. I. L. §8 (4) quoted 


able to personal representative of 
named estate); contra Hansen v. 


Northwestern Nat. Bank (1928) 175 
Minn. 453, 221 N. W. 878, 60 A. L. R. 
605, 46 B. L. J. 11 (instrument to 
order of named estate is a bearer in- 
strument). 

It is submitted that the Minnesota 
court might have reached the oppo- 
site result by applying the N. I. L. 
§191 definition of “person.” 

52. U. C. C. §3-110 (1)(g). 

53. U. C. C. §3-110 (2). See also 
Comment 5 to §8-110. For cases, 
see B. L. J. Digest §224. 

54. See U. C. C. §4-205 (1). 

55. N. I. L. §8 (1) and (4) and 


in the text to provide that a check 
is payable to bearer when there is 
“any other indication which does 
not purport to designate a specific 
payee.” U. C. C. §3-111 (c). 

56. U. C. C. §3-111 (c). For 
statement that a check payable to 
cash is a bearer instrument, see Enid 
Bank & Trust Co. v. Yandell (1936) 
176 Okla. 550, 56 Pac. (2d) 835, 53 
B. L. J. 572. 

57. N. I. L. §9 (2) and U. C. C. 
§8-111 (b). 

58. U. C. C. §3-110 (3). 

59. U. C. C. §3-110, Comment 6. 
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prescription elsewhere respecting an instrument payable to “a 
specified person or bearer,” such instrument being a bearer instru- 
ment.® 

When the space in a check intended for the name of payee is 
left blank the instrument is in effect payable to bearer, under the 
N.I.L. In such a case the holder of the check has prima facie 
authority to complete it by filling in the blank space.*! Under the 
Code, such an instrument would fall within the rules pertaining to 
incomplete instruments, would be unenforceable until completed, 
and would, upon completion, be enforceable as specified in the 
Code.® 

Under the Negotiable Instruments Law, a check is likewise con- 
sidered as being payable to bearer where it is made payable to the 
order of a fictitious or nonexisting person and such fact was known 
to the person making it so payable,** or when the name of the payee 
' does not purport to be the name of any person.** So a check pay- 
able to the order of “bills payable” or to order of “1658” is payable 
to bearer.*° The Code omits this “fictitious payee” rule but pro- 
vides that an indorsement by anyone is valid where the person sign- 
ing the check intended the payee to have no interest in the instru- 
ment.® 


A check, however, must make some provision for a payee. A 


60. See Britton, Formal Requisites 
of Negotiability—The Negotiable In- 
struments Law Compared with the 
Proposed Commercial Code, 26 Rocky 
Mt. L. Rev. 1 at pp. 25 et seq. 


The two apparently inconsistent 
provisions are U. C. C. §§3-110 (8) 
and 8-111 (b). The conflict might 
be adjusted by applying the former 
provision to “Pay to the order of 
John Doe or bearer”, as suggested 
in U. C. C. §38-110, Comment 6, 
and by utilizing the latter provision 
where the words are “Pay to John 
Doe or bearer.” In any event, the 
problem is more likely to arise, if at 
all, with respect to a note rather than 
a check. 

61. N. I. L. §14. See Rich v. 
Starbruck (1875) 51 Ind. 87, 18 
B. L. J. 227; Dinsmore v. Duncan 
(1874) 57 N. Y. 573, 15 Am. Rep. 


534, 21 B. L. J. 299. See also Chap- 
ter 3 §3.9. 

62. U. C. C. §3-115. See also 
U. C. C. §3-407 dealing with unau- 
thorized completion, discussed in 
Chapter 3 infra. Comment 2 to 
U. C. C. §3-111 indicates that a 
check with the words “Pay to the 

” (the name of 
the payee being left blank) is not 
a bearer instrument but an incom- 
plete instrument. See Chapter 3 
§3.11. 

63. N. I. L. §9(3). 


64. N. I. L. §9(4). 

65. Willets v. Phoenix Bank (1853) 
2 Duer (N.Y.) 121; Mechanics Bank 
v. Straiton (1867) 3 Keyes (N.Y.) 
269. 

66. See U. C. C. §3-405 (1)(b). 
See also Chapter 14. 
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check payable to the order of “On sight” was held to be without a 
payee, and therefore defective, and it was determined that the pur- 
chaser of such check could not hold the drawer liable thereon. 
This case is to be distinguished from one in which an impersonal 
payee is named, such as a check payable to “cash.” 

In a case where the drawer of a check, drawn on an ordinary 
check blank, drew a line through the space intended for the payee’s 
name, it was held that, the instrument being incomplete for want 
of a payee, the drawee bank had no authority to pay it and that 
the bank, having paid the check, was liable to the drawer for the 
amount.®* 


§ 2.6. The drawee or payor. It is provided in both the Code 
and Negotiable Instruments Law that, where the instrument is ad- 
dressed to a drawee or payor, the instrument is not negotiable unless 
the drawee or payor is named or otherwise indicated therein with 
reasonable certainty.” It is also provided in the N.LL. that a bill 
may be addressed to two or more drawees jointly, whether they are 
partners or not; but not to two or more drawees in the alternative or 
in succession.*® The Code, on the other hand, does permit alterna- 
tive drawees, as well as joint drawees. This recognizes the practice 


of issuing dividend checks or other corporate checks on a number of 
drawees, usually in different parts of the country. Presentment 
may be made to any one of the alternative drawees.” 


The drawer of an instrument in which no drawee is named may 
be held liable thereon as maker of a promissory note.”* 


§ 2.7. Recital of consideration. It is not necessary that a 
check contain any words indicating that it was given for a con- 
sideration. The words “value received” are no more necessary in 
a check than in any other negotiable instrument. These words ex- 
press only what is always implied from the very nature of the in- 
strument. However important they may once have been thought 


67. McIntosh v. Lytle (1880) 26 Elevator Co. (1911) 88 Neb. 187, 
Minn. 336, 3 N. W. 983, 20 B. L. J. 129 N. W. 279, 28 B. L. J. 280. 
367, 21 B. L. J. 369. 70. N. I. L. §128. 

68. Gordon v. Lansing State Sav- Ss 
ings Bank (1903) 133 Mich. 143, Pe 2S © ee eee ae 
94 N. W. 741. omment 8 to §3-102. 

69. N. I. L. §1 (5) and U. C. C. 72. N. I. L. §17 (5) and §3-118 
§3-102 (1)(b). The N. I. L. pro- (a). For illustrative case see Didato 
vision was applied in the case of v. Coniglio (1906) 50 Misc. 280, 100 
Aurora State Bank v. Hayes-Eames N. Y. S. 466. 
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to be, at common law they were not necessary. All commercial 
paper, at common law, implies a consideration, though the words 
“value received” or other words of similar import be not included 
in the instrument.” 

While it has been held that an outlawed debt is a good con- 
sideration for a check, the check need not recite that such is the 
consideration."* 


§ 2.8 Why negotiable checks? The basic reason for the 
desirability of negotiable commercial paper is that any person who 
acquires it as a holder in due course (that is, a bona fide holder for 
value without notice that something is “wrong” with respect to the 
paper) may enforce payment of the paper without being affected by 
any defense which may exist between the parties to the contract who 
caused the paper to be issued. To put it more concretely, if A pur- 
-chases some goods from B, gives B a check in payment and B prop- 
erly and for value transfers the check to C, C will, if he is a holder 
in due course, be able to enforce payment of the check against A 
even though A may object to payment on the ground that the goods 
sold by B are defective. Stated still another way, a person may 
transfer to another person better rights in the negotiable paper than 
he himself had. Even a person stealing negotiable paper may, under 
certain circumstances, confer good title to such paper on a subse- 
quent transferee. 

While non-negotiable paper is assignable and the assignee may 
maintain an action on such paper, it is nevertheless subject to all 
defenses which the maker could have urged against the original 
taker of the paper. The rules pertaining to innocent holders are 
peculiar to the law of commercial paper and, under the Negotiable 
Instruments Law, non-negotiable paper is not commercial paper. 

In recent years, myriad forms of checks varying from standard 
forms have been devised to meet particular business purposes, such 
as specialized kinds of payroll checks, designed to facilitate ready 
cashing by the payee while protecting those who cash such checks 
from possible liability on forged indorsements. Such forms may de- 
part from standard forms to such a degree as to be non-negotiable.” 
What difference does that make? An answer is given in an article, 
written from the standpoint of Illinois law and not necessarily ap- 


73. N. I. L. §6 (2) and U. C. C. 74. Baxter v. Brandenburg (1917) 
§8-112 (1)(a). N. I. L. §6 (4) and 187 Minn. 259, 163 N. W. 516. 
U. C. C. §3-113 provide, in effect, 
that the presence of a seal does not 75. See 1 Paton’s Digest, Checks, 
affect negotiability. §6E, p. 1035 et seq. 





NEGOTIABILITY AND FORM 567 


plicable under the Uniform Commercial Code, reading in part as 
follows: 

“It is submitted the word “check” means a check as defined in 
the Negotiable Instruments Law and it is appropriate to here cite 
a few of the benefits and privileges there given a check which 
possibly do not apply to a non-negotiable check, viz: 

1, Except as otherwise provided in the act, the provisions of the 
Negotiable Instruments Law applicable to a bill of exchange, pay- 
able on demand apply to a check. 

2. A check must be presented for payment within a reasonable 
time after its issue and notice of dishonor given the drawer or he 
will be discharged from liability to the extent of loss caused by the 
delay. 

3. Where a check has been certified by the drawee bank it is 
the equivalent of an acceptance. 

4. Where the holder of a check procures the same to be accepted 
or certified, the drawer and all indorsers are discharged from lia- 
bility thereon. 

5. A check of itself does not operate as an assignment of any 
part of the funds to the credit of the drawer with the bank; and 
the bank is not liable to the holder unless it accepts or certifies the 
check. 

“An eminent bank attorney on being requested to furnish a bank 
depositor with some specific disadvantages to the proposed use of 
a non-negotiable form of checks, submitted the following: 

‘I. The law on non-negotiable paper is very unsettled. 

II. The authorities and cases in other jurisdictions conflict 
with each other and there is confusion among them. 

III. Cases on non-negotiable promissory notes are not appli- 
cable because of the statutory provision permitting indorsement 
but those cases where the instrument in question was held a note 
contract rather than a note cannot be safely ignored. 

IV. No safe parallel can be drawn between factually similar 
incidents as to negotiable paper as the Negotiable Instruments Law 
does not apply to non-negotiable paper. 

V. Ifa right to transfer a non-negotiable check by indorsement 
and delivery does exist, it must be searched for and be obtained 
from the Common Law antecedents upon which Illinois law is 
based. 

VI. Even though transferable by indorsement and delivery, it 
cannot be safely stated what the courts will decide in an interpreta- 
tion of the indorser’s contract. 
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VII. The effects of alteration and forgery thus likewise become 
uncertain. 

VIII. Prior to the Negotiable Instruments Law it was held that 
a check was an assignment of the fund. Accordingly, if a non- 
negotiable check is used it would still be an assignment and the 
drawer would create rights in his bank account every time a check 
is drawn and the presentation of such instrument would require 
the amount thereof to be segregated from the drawer’s account as 
though there had been an actual acceptance. 

IX. ‘Certification’ applies to checks. Non-negotiable checks 
would have to be ‘accepted.’ Certain departments of the United 
States Government refuse to take ‘accepted’ checks. 

X. Strictly speaking, there could be no such thing as a ‘stale’ 
non-negotiable check, as the instrument would be an assignment. 

XI. As the holder of an ‘assignment’ the holders of such non- 
’ negotiable checks might be entitled to a preference to the extent of 
the bank account. 

XII. A thief, for instance, could not pass title to a non-negoti- 
able check (even though indorsed in blank) and consequently the 
drawer might have to pay the same debt twice. 

XIII. The drawer of an outstanding non-negotiable check 
would not be able to take advantage of the Garnishment Act (Ch. 
62, Sec. 15) if garnished for the account of the payee thereof. This 
section provides an exemption from garnishment if negotiable paper 
is outstanding. 

XIV. By deliberately avoiding the benefits of the Negotiable 
Instruments Law, considerable litigation is invited through the use 
by a drawer of non-negotiable checks with resultant loss through 
attorney's fees and costs.’ 

“Point VIII, above, illustrates a single powerful reason for 
avoiding the issuance of non-negotiable checks. A depositor, un- 
aware of the consequences relating thereto, would be shocked to 
learn that his account has been charged with the amount of all 
such checks which the bank has knowledge of having been issued, 
despite the fact that they have not been paid by the bank. The 
knowledge of issuance and description of checks, may reach the 
bank from any sources as for example an order by the drawer to 
stop payment on certain checks or a presentation for payment at 
the counter by a holder who cannot properly identify himself or 
a returned check for improper indorsement; ad finitum. 


“Parenthetically, some courts have held that a check, in negoti- 
able form, when issued for the entire amount of the bank deposit, 





NEGOTIABILITY AND FORM 569 


operates as an assignment, if the surrounding facts indicate that the 
drawer so intended, despite the provision of the Negotiable Instru- 
ments Law stating that a check of itself does not operate as as- 
signment of any part of the funds. A check for the entire balance 
given by a dying depositor who states in uncertain words that he 
wants the payee to have such balance has been held to be an act 
which indicates an intention that the check shall operate as an as- 
signment and the bank is liable to the payee. There are cases 
however, which reject this view.” “® 

Under the Code, some of the possible problems indicated in the 
above quoted material with respect to non-negotiable checks would 
be settled by the final section of Article 3 which reads as follows: 
“This Article applies to any instrument whose terms do not preclude 
transfer and which is otherwise negotiable within this Article but 
which is not payable to order or to bearer, except that there can 
be no holder in due course of such an instrument.” ™ 

The Comment to the above Code section reads as follows: 
“Purposes 

“This section covers the ‘non-negotiable instrument.’ As it has 
been used by most courts, this term has been a technical one of art. 
It does not refer to a writing, such as a note containing an express 
condition, which is not negotiable and is entirely outside of the 
scope of this Article and to be treated as a simple contract. It refers 
to a particular type of instrument which meets all requirements as 
to form of a negotiable instrument except that it is not payable to 
order or to bearer. The typical example is the check reading merely 
‘Pay John Doe.’ 

“Such a check is not a negotiable instrument under this Article. 
At the same time it is still a check, a mercantile specialty which 
differs in many respects from a simple contract. Commercial and 
banking practice treats it as a check, and a long line of decisions 
before and after the original Act have made it clear that it is subject 
to the law merchant as distinguished from ordinary contract law. 
Although the Negotiable Instruments Law has been held by its 
terms not to apply to such ‘non-negotiable instruments’ it has been 
recognized as a codification and restatement of the law merchant, 
and in fact been applied to them by analogy. 

Thus the holder of the check reading ‘Pay A’ establishes his case 


76. Dahlin, “What Every Banker B. L. J. 251. The quoted material is 
And Lawyer Should Know About taken from 72 B. L. J. 253-255. 
Checks”, 43 Ill. Bar Journal 168, 72 77. U. C. C. §3-805. 
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by production of the instrument and proof of signatures; and the 
burden of proving want of consideration or any other defense is 
upon the obligor. Such a check passes by indorsement and delivery 
without words of assignment, and the indorser undertakes greater 
liabilities than those of an assignor. This section resolves a conflict 
in the decisions as to the extent of that undertaking by providing in 
effect that the indorser of such an instrument is not distinguished 
from any indorser of a negotiable instrument. The indorser is en- 
titled to presentment, notice of dishonor and protest, and the proce- 
dure and liabilities in bank collection are the same. The rules as 
to alteration, the filling of blanks, accommodation parties, the lia- 
bility of signing agents, discharge, and the like are those applied to 
negotiable instruments. 

“In short, the ‘non-negotiable instrument’ is treated as a negoti- 
able instrument, so far as its form permits. Since it lacks words of 
negotiability there can be no holder in due course of such an instru- 
ment, and any provision of any section of this Article peculiar to a 
holder in due course cannot apply to it. With this exception, such 
instruments are covered by all sections of this Article.” 

Note should also be made of another Code provision stating: “As 
used in other Articles of this Act and as the context may require, 
the terms ‘draft’, ‘checks’, ‘certificate of deposit’ and ‘note’ may refer 
to instruments which are not negotiable within this Article as well 
as to instruments which are so negotiable.” 78 

Testing against the Code sections and Comment, set forth im- 
mediately above, the fourteen points suggested in the article quoted 
in part further above as to disadvantages of non-negotiable checks, 
at least where an instrument resembling a check but not payable 
to order or bearer is involved, it may be tentatively concluded 
that objections I through VIII, X and XI should not arise under 
the Code. As to objection VIII, which was particularly stressed 
in the article, the applicability of Article 3 should negative the 
feared result of a non-negotiable check as a pro tanto assignment 
of funds in a bank account.”® 

As to objection IX, it is believed that a non-negotiable check 
would still be a “check” for most purposes and could be certified. 
However, the effect of certification would be unclear; could a subse- 
quent holder (who could not be a holder in due course) enforce the 
non-negotiable check against the certifying bank where the drawer 
has a defense. Or, might the drawer successfully stop payment in 


718. U. C. C. §3-104(3). 79. U. C. C. §3-409 should apply 
equally to a “non-negotiable draft.” 
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such a situation? In any event, certification of any check appearing 
to have doubtful negotiability is not recommended. 

Objection XII would probably apply equally under the Code. 

Objection XIII would remain applicable and it would seem that 
other state statutes outside the Code which make reference to nego- 
tiable instruments might well not apply to non-negotiable checks. 
Examples might be statutes of some states which require payment 
of laborers’ wages in cash or (upon obtaining official permission ) in 
negotiable checks.®° 

Objection XIV appears at least partially applicable. But it is 
submitted that less litigation should arise on this question where the 
Code is in effect. 

The above discussion is not intended to suggest that non-negoti- 
able checks are necessarily desirable; they are under the basic dis- 
advantage of being subject to defenses even where acquired by an 
innocent purchaser for value. A person should therefore be cautious 
about cashing a non-negotiable check for a stranger. On the other 
hand, there appears to be no reason for new and specialized forms 
designed for easy payment to face, under the Code, multitudinous 
problems arising from the shadow world of non-negotiability in 
jurisdictions where the Negotiable Instruments Law is in effect. The 
development of new check forms and methods of payment to suit 
business convenience should be facilitated where the Code is law. 
The concept of negotiability should, however, even under the Code, 
remain important and there will still be cases where the outcome 
may depend on negotiability. 


N. J. Stat. Anno. §34: 11-4, 





Fictitious Payees on Checks Requiring 
Dual Signatures 


WILLIAM O. MORRIS 


The problem presented for consideration is whether a ne- 
gotiable instrument requiring the signature of two persons, 
such as checks drawn by officers of a corporation which re- 
quire the signatures of both the president and treasurer, should 
be treated as bearer paper or as order paper when only one of 
the signers did not intend for the named payee to have any 
interest in the check or knew that the named payee was a fic- 
titious person. 


It is elementary law that an instrument, otherwise satisfying 
the requirements of the Uniform Negotiable Instruments Act," 
to be negotiable must necessarily be made payable to the order 
of a designated payee or payable to bearer.* Section 1 of the 
NIL reads in part: “An instrument to be negotiable must con- 
form to the following requirements. . . . (4) Must be payable 
to order or to bearer.” Section 8 states: “The instrument is pay- 
able to order where it is drawn payable to the order of a speci- 
fied person or to him or his order... .” Section 9 states: “The 
instrument is payable to bearer.... (3) When it is payable 
to the order of a fictitious or nonexisting person, and such fact 
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and Mary in Virginia; LL. B. University of Illinois. 


Reprinted with the permission of the editors of the Wisconsin Law ReEvIEw, 
Published Quarterly by the Law School of The University of Wisconsin. 


1 Hereinafter referred to as NIL. 


2 Either the words “to the order of” or “to bearer,” or words of equivalent 
meaning must be found on the face of the instrument or the instrument will neces- 
sarily be nonnegotiable. Hicks v. Meadows, 193 Ala. 246, 69 So. 482 (1915); 
General Motors Acceptance Corp. v. Salter, 172 Ark. 691, 290 S.W. 584 (1927); 
Foley v. Hardy, 122 Kan. 616, 253 Pac. 238 (1927); Nicholaras v. Stewart, 25 
N.Y.S.2d 157 (1941). 
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was known to the person making it so payable. .. .” * 


Judge Kirkpatrick speaking for the court in Pennsylvania 
Co. v. Federal Reserve Bank* said: 





It is well settled that an existing person may be [a] fictitious per- 
son within the meaning of Sec. 9(3) of the Negotiable Instruments 
Law. The rule is that when an instrument is made payable to an 
existing person, but with no intention that he shall have any inter- 
est in it, the name being used entirely as a matter of form, it is 
considered to be payable to the fictitious payee and so payable to 
bearer. The sole test of whether the payee is a fictitious person in 
each case is the intent of the drawer in inserting the name of the 


payee.® 






























It must be observed that Judge Kirkpatrick stated that in de- 
termining whether the payee was fictitious the intent of the 
drawer governs, while the act states the intent of the “person” 
making it so payable is the deciding factor. 


Where an instrument is executed by an agent or agents, is 
the intent of the principal or that of the agent or agents to govern 
in determining the nature of the instrument as being either order 
or bearer paper? Who is the person making it so payable? As a 
suggested answer to this question Judge Kirkpatrick continued 
by saying: “It is generally held that where the officer or agent 
who issues the paper is one who has full authority to do so alone, 
his intent governs, regardless of any knowledge which his prin- 
cipal may have of the transaction.” ° This would indicate that 
the court's view of the matter is that the “person” mentioned in 
NIL section 9(3) is the person empowered to execute the in- 
strument. It is the agent's intent, when he has the authority to 


3 An instrument which is intended for one other than the named payee is payable 
to a fictitious person and payable to bearer. National Surety Corp. v. Federal Reserve 
Bank, 161 Misc. 304, 292 N.Y. Supp. 607 (1936), aff'd, 296 N.Y. Supp. 240 (1937). 
A living person may be a “fictitious” person within the meaning of the act. United 
States v. Chase Nat’] Bank, 250 Fed. 105 (2d Cir. 1918); Pennsylvania Co. v. 
Federal Reserve Bank, 30 F. Supp. 982 (E.D. Pa. 1939); Seidman v. North Camden 
Trust Co., 122 N.J.L. 580, 7 A.2d 406 (1939); Commonwealth v. Globe Indem. 
Co., 323 Pa. 261, 185 Atl. 796 (1936); Bourne v. Maryland Cas. Co., 185 S.C. 1, 
192 S.E. 605 (1987). 

430 F. Supp. 982 (E.D. Pa. 1939); 24 Minn. L. Rev. 988 (1939-40). 
5 Id. at 984. 
6 Ibid. 
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sign for the principal, which should govern as to whether the 
payee was to have any interest in the instrument and not the 
intent of the principal." Under this view, the problems in the 
dual signature requirement become more complex. If the 
court had taken the view that the intent of the principal as to 
whether the named payee was to have any interest therein 
should govern (as to whether we have order or bearer paper), 
a great amount of difficulty would have been avoided. 


Attention should also be called to section 30 of the NIL 
which states: “. . . If payable to bearer it is negotiated by de- 
livery, if payable to order it is negotiated by the indorsement 
of the holder completed by delivery.” * It necessarily follows 
from reading this section together with sections 1, 8 and 9, that 
if the negotiable instrument is deemed to be payable to bearer 
by virtue of NIL section 9(3), the fact that any indorsement 
thereon which has been forged would not prevent the instru- 
ment from being negotiated, for being bearer paper the instru- 
ment could be negotiated by delivery alone.’ Upon presenta- 
tion of such an instrument to the drawee bank, drawee might 
properly debit the account of drawer over drawer's objection 


7 American Hominy Co. v. Millikin Nat’l Bank, 273 Fed. 550 (S.D. Ill. 1920); 
Pennsylvania Co. v. Federal Reserve Bank, supra note 3; Security-First Nat’] Bank 
v. Bank of Am. Nat’l Trust & Sav. Ass’n, 22 Cal. 2d 154, 137 P.2d 452 (1943); 
Little v. Remley, 101 S.W.2d 505 (Mo. Ct. App. 19387); Cohen v. Lincoln Sav. 
Bank, 275 N.Y. 399, 10 N.E.2d 457 (1937); National Sur. Co. v. National City 
Bank, supra note 3; Tennessee Prods. Corp. v. Broadway Nat’l Bank, 25 Tenn. App. 
405, 158 S.W.2d 361 (1942). 


8 Prugh, Combest & Land, Inc. v. Linwood State Bank, 241 S.W.2d 83 (Mo. Ct. 
App. 1951); Union Nat’l Bank v. Bluff City Bank, 152 Tenn. 486, 279 S.W. 797 
(1925); West v. Citizens State Bank, 140 S.W.2d 868 (Tex. Civ. App. 1940); Baird 
v. Crank, 182 Va. 455, 29 S.E.2d 225 (1944). 


9 “When a signature is forged or made without the authority of the person whose 
signature it purports to be, it is wholly inoperative, and no right to retain the in- 
strument, or to give a discharge therefor, or to enforce payment therefor against 
any party thereto, can be acquired through or under such signature, unless the party 
against whom it is sought to enforce such right, is precluded from setting up the 
forgery or want of authority.” Uniform Negotiable Instruments Act, § 23. 

See also Fidelity & Deposit Co. v. Union Trust Co., 37 F. Supp. 3 (W.D. N.Y. 
1941); Pennsylvania Co. v. Federal Reserve Bank, supra note 83; Home Indem. Co. 
v. State Bank, 233 Iowa 103, 8 N.W.2d 757 (1943). A judgment affects those 
who must necessarily trace their title through the forged signature. Jett v. Standafer, 
143 Ky. 787, 187 S.W. 513 (1911). An unauthorized endorsement is treated as a 
forged indorsement. Knoxville Water Co. v. East Tennessee Nat’l Bank, 123 Tenn. 
364, 131 S.W. 447 (1910). 
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and the bank would have complied with drawer’s order by hav- 
ing paid the amount of the instrument to the bearer. 

It is clearly recognized that one upon whom a bill or check 
is drawn may debit the account of the drawer only when the 
drawee has accepted or made payment thereon in strict com- 
pliance with the order addressed by drawer to drawee. If 
drawee improperly debits the account of drawer by his failure 
to have complied with drawer’s order, drawer has a cause of 
action against drawee to require drawee to recredit drawer's 
account for the amount of the unauthorized debit. 

Assuming that the aforementioned laws and their interpre- 
tation are accepted, then one might properly proceed to the 
more difficult problem which furnishes the subject of this article. 
The problem is suggested by way of the following hypothetical 
case. Suppose that Checko Company opened a checking ac- 
count with X Bank in the firm name with the clear understand- 
ing that all checks drawn by Checko Company on X Bank must 
be signed by both the president and the treasurer to be valid. 
That is, X Bank had been instructed and had agreed to honor 
only checks signed by the president and treasurer of Checko 
Company. 

The president of Checko Company signed a company 
check intending for the named payee, Jones, to have an 
interest in the check. However, the treasurer, at the 
time of placing his signature upon this check, did not 
intend for Jones to have any interest in the check or the 
proceeds therefrom. Some unknown person forged Jones’ name 
to the check by the way of an indorsement. The check 
was subsequently presented to the drawee for payment 
and was paid. The board of directors of Checko Company, 
upon discovering the facts, authorized an action in the name of 
Checko Company against drawee bank to force X Bank to 
to recredit the account of Checko Company for the amount paid 
out on this check. The bases of the claim were (1) drawee 
had failed to comply with drawer’s order in making payment 
on the check; and (2) drawee had paid a check which was 
order paper to one who must necessarily trace his title there- 
to through a forged indorsement, making drawee bank liable in 
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damages to drawer for the amount improperly deducted from 
drawer’s account. If the check were in fact negotiable order 
paper, then it must follow that the bank, in making payment to 
one other than the payee, had acted improperly in debiting 
drawer's account for the amount of the check bearing payee’s 
forged indorsement. However, if the check were in reality 
made payable to the bearer thereof, then the bank had properly 
paid to the bearer and, therefore, could properly deduct the 
amount thereof from drawer'’s account. 


Most of the difficulty surrounding this problem may be 
traced directly to the language of section 9 of the NIL, and 
especially to that portion of the section which states: “. . . and 
such fact was known to the person making it so payable. . . .” 
Who is the “person” referred to in this section? Is it the 
corporation? Is it one of the two cosigners? Or does the term 
encompass both of the cosigners? 


It must be admitted that the purpose in requiring dual 
signatures upon checks or other bills of a corporation is to act 
as a form of internal control and to reduce the opportunities 
for loss through wrongful acts of officers. A bank, in accepting 
an account wherein dual signatures are required for any order 
drawn upon it, is clearly accepting a greater responsibility to- 
ward the drawer than in the case where only one signature is re- 
quired, for the drawee must in every case determine the 
genuineness of two signatures instead of one.”® This being the 
situation, then drawee must also assume the greater risk by de- 
termining at its peril whether the “person” mentioned in section 
9 intended for the payee to have any interest therein. 


Under the terms of the NIL an instrument negotiable in 


10 “The general rule must be conceded that the undertaking of a bank is to pay 
out the depositor’s money only on the order of the depositor and in accordance with 
that order, If it pays out money on a check drawn to order . . . upon the forged 
indorsement of the payee’s name, it has not paid in accordance with the depositor’s 
order, and, in the absence of anything further, has no right to charge such payment 
against the depositor’s account.” Los Angeles Inv. Co. v. Home Sav. Bank, 180 
Cal. 601, 604, 182 Pac. 293, 294 (1919). 

See also Hart v. Moore, 171 Miss. 838, 158 So. 490 (1935); Masonic Benefit Ass’n 
v. First State Bank, 99 Miss. 610, 55 So. 408 (1911); Anglo-South Am. Bank v. 
National City Bank, 161 App. Div. 268, 146 N.Y. Supp. 457 (1914); Britton, Bills 
and Notes § 142 (1943). 





om 


der 


- to 
ing 
e's 
lity 
rly 
the 


und 
und 
the 


orm 


ual 
act 
ties 
ing 
der 


‘re- 
the 
the 
de- 


tion 


> in 


} pay 
with 
rged 
itor’s 
ment 

180 


Ass'n 
ik v. 
Bills 


FICTITIOUS PAYEES 577 


form cannot be half bearer paper and half order paper. The - 


instrument must be either order or bearer paper. 


Another aspect of this problem may be illustrated by ex- 
amining the liability of a drawee to a drawer when drawee 
wrongfully refuses to honor a check or draft drawn by drawer 
upon drawee. It is settled that if a bank fails to properly pay a 
check duly drawn, assuming funds were available in drawer's 
account, drawee bank may be held liable in damages to drawer 
for breach of the contract of deposit." If the instrument is 
held to be bearer paper, then the bank would be liable to the 
drawer for failure to have honored its checks. It is clear that a 
drawee bank has a grave responsibility to properly determine 
whether an instrument is order or bearer paper. In the first in- 
stance, if the paper is found to be order paper and the bank pays 
upon a forged indorsement, the bank cannot deduct the sum 
from the drawer's account. If it is bearer paper and the bank 
refuses to pay the sum of the check upon due presentment, the 
bank may be liable to the drawer for failure to have properly 
complied with the contract of deposit. 


In Goodyear Tire & Rubber Co. v. Wells Fargo Bank 
¢> Union Trust Co.,” this factual situation was involved. Downs, 
an employee of the Goodyear Co., set up fictitious accounts. 
Subsequently, he prepared or caused to be prepared checks to 
discharge these fictitious accounts. Downs signed these checks 
as one of the required cosigners. The other cosigner, believing 
the checks to be made to actual persons to whom the company 
was indebted, placed his signature upon the checks. Some of 
the checks involved were first signed by Downs and then by the 
other cosigner, while on other checks Downs was the last to sign. 
Upon completion of these checks, Downs stole them and in- 
dorsed the names of the fictitious payees. These checks, rough- 
ly 70 in number, were ultimately paid by the drawee. 


The Goodyear Co. asserted that all checks were paid on 


11 Meinhart v. Farmers State Bank, 124 Kan. 333, 259 Pac. 698 (1927); Katz 


v. Pacific Bank, 212 App. Div. 601, 209 N.Y. Supp. 497 (1925); DeLaunay v. 
Union Nat'l Bank, 116 S.C. 215, 107 S.E. 925 (1921); Roe v. Best, 120 S.W.2d 
819 (Tex. Civ. App. 1938); Browning v. Bank of Vernal, 60 Utah 197, 207 Pac. 462 
(1922). See also note, 31 Yale L.J. 335 (1921); Note, 30 Yale L.J. 194 (1920). 


121 Cal. App. 2d 694, 37 P.2d 483 (1934). 
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forged indorsements and that the drawee bank had wrongfully 
charged these checks to its account. The trial court agreed with 
Goodyear and awarded judgment against the drawee bank for 
the amount of these checks. The bank’s principal contention 
was that the checks were bearer paper and no indorsement was 
necessary. The court, speaking through Judge Roth, said: 


The authorities establish the proposition that the ‘drawer’ or 
‘maker’ of a check and ‘the person making it so payable’ can be 
and frequently are different and that it is the knowledge of ‘the 
person making it so payable,’ as distinguished from the ‘maker’ or 
drawer of the check, which is controlling. ... The words ‘the 
person making it so payable, given their ordinary meaning, refer 
to the person who actually drew the bill whether he be the nomin- 
al maker or not.'* 


The court also said: 


The specific question which is presented then is whether the in- 
tention of Downs, who was authorized to draw checks, to have 
said checks drawn in favor of fictitious payees is binding upon 
the maker of the checks, to wit, the corporate principle, irrespec- 
tive of the fact that it was necessary for said checks so drawn by 
Downs to be cosigned by some other employee or officer of re- 
spondent.'* 


This court in effect stated that the intent with which the check 
was drawn should govern as to whether it is order or bearer 


paper and said: 


There is, however, no more reason to say that the intent must be 
that of the cosigner than to say it must be that of the actual maker, 
to wit, the corporation. The controlling intent is that of the per- 
son who within the scope of his authority does the final thing 
which gives vitality to the check or who places it in circulation." 


This court found that Downs was authorized to deliver 
checks of his principal to anyone and everyone, real or fictitious, 
and that the requirement of a cosigner was not for the purpose of 
fixing the paper as order or bearer paper. Since Downs acted 
within the scope of his authority, his act, intent, and knowledge, 

13 Id. at 702, 87 P.2d at 486. 


14 Id, at 707, 37 P.2d at 488. 
15 Id. at 708, 37 P.2d at 489. 
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though not in the interest of his principal, are neverthe- - 
less binding upon the principal. The court decided that the 
checks were bearer paper, and the bank in making payment 
had complied with the drawer’s order. Therefore, the bank 
could not be held liable for having paid checks payable to bear- 
er and indorsed with a forged indorsement. 


A similar fraud was practiced in Pannonia Bldg. & Loan 
Ass'n v. West Side Trust Co.° Several checks were drawn pay- 
able to shareholders of Pannonia Bldg. & Loan Ass'n, each sign- 
ed by the president, secretary, and treasurer of the association. 
The checks were not delivered to the named payees, instead 
their indorsements were forged and the checks paid by drawee 
bank and debited to the association’s account. Subsequently, 
it came to light that Szedlak, the treasurer of the association, 
had represented to other officers of the association that he had 
applications for loans from certain stockholders. The secretary 
of the association, having obtained the approval of such fic- 
titious applications for loans, drew notes for the signature of 
the borrowers. Szedlak then forged the signatures of the pur- 
ported borrowers to these notes. The signatures of the presi- 
dent and secretary were obtained upon the checks, which were 
to be given for the notes, in reliance on the genuineness of the 
signatures on the notes. The checks then were delivered to 
Szedlak for his signature and for delivery by him to the sup- 
posed borrowers. Having discovered the facts, the association 
sued drawee bank for $3,141.12, with interest and costs for hav- 
ing improperly disbursed funds from the association's account. 


It should be noted that this case was decided in 1919, 17 
years after New Jersey adopted the NIL, and no mention was 
made in the opinion as to whether the checks were considered 
order or bearer paper. The New Jersey Court of Errors and 
Appeals affirmed the lower court's finding for defendant on the 
ground that plaintiff had been negligent in failing to discover 
the fraud, as the pass books had been returned to plaintiff many 
times during the period covered by the fraud without protest 
or objection as to the forged checks. The acceptance of these 


1693 N.J.L. 377, 108 Atl. 240 (1919). 











580 THE BANKING LAW JOURNAL 


pass books amounted to an account stated between the parties, 
and plaintiff was estopped from questioning the correctness of 
the stated balance. The court, in citing First Natl Bank v. 
Richmond Elec. Co.," said: 


It is laid down that a clerk is not the agent of his principal in the 
commission of a forgery, and his knowledge cannot be imputed 
to the principal, but, after forged checks have been paid and re- 
turned to the depositor as vouchers, along with his account written 
up and balanced according to usual business methods, if the de- 
positor assigns the duty of examining such vouchers and account 
to the same clerk, who has had an opportunity of committing a 
fraud and has done so, then such clerk, in the discharge of his 
duty, is the agent of the depositor, and the latter is chargeable 
with his agent’s knowledge of the fraud.® 


As the evidence showed that it was also the duty of the trea- 
surer to examine the checks when they were returned from 
the bank and to check the balance, his knowledge after 
the execution of the fraud was imputed to the principal and 
this negligence of the depositor protected the bank from liability 


to the principal. It will be noted that the result reached in. 


this case was the same as though the court had held the checks 
to be payable to bearer. While the court did not expressly so 
state, it might be inferred that the court was treating the checks 
as order paper instead of bearer paper. For if the instruments 
were payable to bearer, it would not have been necessary for 
the court to have concerned itself with the question of negli- 
gence of the principal or to have invoked the account stated 
doctrine. 


Perhaps one of the better discussions on the presented prob- 
lem is found in Globe Indem. Co. v. First Nat'l Bank.” There, 
the assignee of the Merchants Exchange of St. Louis, the draw- 
er of several checks, sought to recover from the First National 
Bank in St. Louis the amount of seven checks. Plaintiff claimed 


17106 Va. 347, 56 S.E. 152 (1907). 

18 Pannonia Bldg. & Loan Ass’n v. West Side Trust Co., 93 N.J.L. 377, 384, 108 
Atl. 240, 242-43 (1919). 

19 133 S.W.2d 1066 (Mo. Ct. App. 1939). See also Comment, 25 Wash. U.L.Q. 
464 (1940); Note, 18 Texas L. Rev. 331 (1940); Note, 8 U. Kan. City L. Rev. 257 
(1940). 
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that these checks had been wrongfully charged against its ac- 
count. Drawee bank was authorized by the Merchants Ex- 
change to honor checks drawn on its account and signed by 
Kane, a trusted employee, if Radar or Beckmann, officers of 
the Merchants Exchange, cosigned the checks. Kane prepared 
several checks to persons not intended to have any interest in 
the checks or the proceeds thereof, and obtained the signature 
of Rader on some of them and of Beckmann on others. Rader 
and Beckmann intended for the named payees to have an in- 
terest in the checks. Kane then forged the payees’ indorsements 
and received payment for the checks. 


The court stated: “So as to imputable knowledge, if Kane 
in signing the checks and giving, so far as his authority extend- 
ed, life and validity to the checks, was acting within the scope 
of his apparent or real authority, it was the act of the corporation 
itself, regardless of the fact that Rader and Beckman did not 
know.” *° The inference is warranted that Rader and Beckmann 
signed these checks as a mere matter of form, as the cosigner 
did in Goodyear Tire & Rubber Co.” The court summarized 
its position by saying: 


[A] maker or drawer of a check is bound in every instance where 
multiple signatures are required, by the intention of a single 
person with reference to such check when it is necessary for such 
single person to do something in the making of the check essen- 
tial to its validity which is done within the scope of the authority 
of such single person and when such single person is the person, 
who within the scope of his authority actually creates the check 
and puts it into circulation.*? 


The court, having found that the checks were bearer paper and 
that the bank was blameless in paying these checks, denied re- 
covery to the plaintiff. 


To prove that there are two sides to the coin, attention is 


called to a relatively recent Oregon case, Portland Postal Em- 


20 Id. at 1072. 
21] Cal. App. 2d 694, 87 P.2d 483 (1934). 


22 Globe Indem. Co. v. First Nat’l Bank, 133 S.W.2d 1066, 1073 (Mo. Ct. App. 
1939). 
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ployees Credit Union v. United States Nat'l Bank,” where upon 
facts almost identical with those in the cases previously dis- 
cussed the court reached a contrary result. The relevant facts 
of this case are: Zehrung, treasurer of the credit union, pre- 
pared twenty-one purported applications, for loans to mem- 
bers of the credit union. He presented these forged applica- 
tions to the credit committee for approval. Upon their ap- 
proval, Zehrung presented the checks to another officer for 
signature, and also signed them himself. He then wrote the 
name of the purported payees upon each check by the way of 
indorsement and received payment therefor from defendant, 
drawee bank, which in turn charged the account of the credit 
union. 

The Oregon court, in reviewing the problem generally, sum- 
marized the holdings in several other cases by stating: 


[Where the actual signer of the check has and in the nature of the 
operation can have, no intent at all as to the payee, as where 
he signs in blank or complies with the request of another, with 
no intent except to do what is asked, or is a mere automaton 
signing without intent, it is obvious that the character of the 
check cannot be determined on his nonexistent intent, and the con- 
trolling intent is that of the person who, within the scope of his 
authority, fixes the name of the payee.** 


Those who cosigned the checks with Zehrung testified that it 
was the intention of each that the checks be paid to the respec- 
tive payees named in the checks. The court summarized its 
position in reaching a result contrary to the previously cited 
cases by saying: 


The signatures of both the treasurer and the president or vice- 
president of the credit union were required to validate checks. In 
order to hold that the checks involved in this litigation were pay- 
able to bearer, according to the authorities relied upon by the de- 
fendant, it would be necessary to find not only that the officer 
countersigning the checks was a mere automaton, but also that 
the members of the credit committee in approving applications for 
loans were likewise automatons.?® 


23 171 Ore. 40, 185 P.2d 467, rehearing denied, 171 Ore. 69, 136 P.2d 259 (1943). 
24 Id. at 58, 135 P.2d at 474. 
26 Id. at 62, 135 P.2d at 475. 
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In concluding, the court said: “It is our opinion that the checks 
involved herein were not payable to fictitious or nonexistent 
persons. They were not payable to bearer, and the defendant 
should not have honored them when they were presented to it 
with endorsements forged by Zehrung.”*’ In spite of the 
court's effort to distinguish this case from others which involved 
almost identical facts, the conclusion must be reached that in 
allowing the credit union to recover from drawee the sums paid 
on the checks bearing a forged signature of the named payee, 
the Oregon court simply reached a result contrary to the major- 
ity of cases and established a minority view. 


CONCLUSION 


Therefore, under the NIL it must be recognized that where 
dual signatures are required upon a negotiable instrument, the 
majority view is that it is possible for one of the cosigners alone 
to determine by his intent and conduct whether the instrument 
will be classified as order or as bearer paper. It would seem 
safe to say that under this view the dominating party, in bring- 
ing the instrument into circulation, has it within his power to 
make what otherwise appears to be order paper into bearer 
paper and thereby to consummate a fraud upon his principal 
or cosigner. In that event, a drawee bank is not liable for pay- 
ing on such an instrument on which the payee’s name was 
forged. This is because the legal order of drawer to drawee 
was to pay to bearer, which it did. 


Much is to be said for the view expressed by the Oregon 
court in the Portland Postal Employees Credit Union case.” 
Where an instrument contains a name or purported name of a 
person, any banker or business man would in the first instance 
treat such paper as order paper and make certain that either 
the person named received payment, or had properly indorsed 
the instrument. If this is true, then it follows that the burden 
should fall upon the drawee to show that it has complied with 
the drawer’s order by paying to the person named or that such 
named person was not intended to have any interest therein. 


26 Id. at 63, 135 P.2d at 476. 
27.171 Ore. 40, 135 P.2d 467 (1943). 
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Therefore, the instrument would in reality be payable to bearer 
because of the language of NIL section 9(3). That is, if drawee 
wishes to assert by the way of defense that the check was in 
reality bearer paper and not what it appeared to be, then drawee 
should sustain the burden of proof. If this is a deviation from 
the norm, then it is suggested that to have such a deviation the 
concurrent intent of all cosigners should be shown before treat- 
ing paper which appears to be order paper as bearer paper. 
The very reason for having cosigners upon a check or bill is 
to diminish the opportunities for a dishonest employee to cheat 
his employer. If drawee banks are unwilling to assume such a 
responsibility, then perhaps they should refuse to accept any 
checking accounts wherein dual signatures are required to give 
validity to the instruments. In this event, employers would 
watch their employees’ acts more carefully. 


FEDERAL RESERVE BOARD INTERPRETATIONS PUBLISHED 


The Board of Governors of the Federal Reserve Board has 
recently published a compilation of “Published Interpretations 
of the Board of Governors” prepared by the Board's legal divi- 
sion. It contains all interpretations of the Board currently in 
effect and of present significance which have been published 
in the Federal Reserve Bulletin from the date of enactment of 
the Federal Reserve Act up to January 1, 1961. Copies of this 
publication are available at $2.50 each from the Board’s Divi- 
sion of Administration Services. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Entitled to Recover Expenses Incurred in 
Enforcing Surety Bond 


One Groth, an employee of Prior Lake State Bank, stole 
some $15,000 from the bank. The bank employed an account- 
ant to audit its accounts, determine the shortages and ascertain 
whether Groth was responsible for them. The audit disclosed 
that Groth was responsible for the misappropriations. Upon 
the surety company’s refusal to reimburse it for the loss, the 
bank employed legal counsel to bring an action against the 
surety company. The lawsuit against the surety company was 
successful and the bank obtained a judgment for the amount 
stolen by Groth. The bank then brought an action against the 
executrix of Groth claiming recovery of its expenditures for 
auditing services rendered in discovering the shortages and 
for legal services required in obtaining judgment against the 
surety company. 


The Supreme Court of Minnesota reversed an adverse judg- 
ment below, and held that the bank was entitled to the recovery 
of expenses necessary for the prosecution of the action against 
the surety company including legal fees and auditing fees 
necessary for prosecution of the action. The executrix of Groth 
argued that these expenses need not have been incurred be- 
cause the bank could have proceeded directly against Groth, 
and that these expenses were incurred because of the surety 
company’s breach of contract for which Groth was not respon- 
sible. The court stated that the bank was entitled to recover 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 111. 
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because the expenses were the natural and probable conse- 
quences of Groth’s theft and that the bank incurred them in 
good faith in the reasonable belief that it would succeed in 
being reimbursed for Groth’s theft. Prior Lake State Bank v. 
Groth, Supreme Court of Minnesota, 108 N.W.2d 619. The 
opinion of the court follows: 


THOMAS GALLAGHER, J.—Action by Prior Lake State Bank, re- 
ferred to herein as the bank, against Lillian Groth, as administratrix of 
the estate of A. P. Groth, deceased, for money expended by the bank in 
litigation with National Surety Corporation, referred to herein as the 
surety company, upon a bond furnished the bank to cover its employees. 
The decedent, A. P. Groth, had served the bank as its cashier while 
this bond was in effect. He died in May of 1954. 

In the fall of 1951, Federal Deposit Insurance Corporation, in exam- 
ining the bank's records, uncovered shortages in the bank's funds which 
were subsequently traced to Groth. At the suggestion of Federal De- 
posit Insurance Corporation, the bank thereupon employed Harold E. 
Sandahl, a certified public accountant, to audit its accounts, determine 
the shortages therein, and ascertain whether Groth was responsible there- 
for. The audit disclosed that shortages were substantial and due to 
Groth’s misappropriations. The bank thereupon demanded that the 
surety company reimburse it for such loss under the bond. The surety 
company denied liability, and in consequence the bank retained counsel 
and instituted an action in the District Court of Hennepin County against 
the surety company to recover for the shortages. In that action the 
bank obtained judgment against the surety company for $15,470.14, plus 
interest and costs. The surety company appealed from denial of its 
motion for a new trial and this court affirmed the district court’s decision 
with some slight modification. Prior Lake State Bank v. National Surety 
Corp., 248 Minn. 383, 80 N.W.2d 612, 57 A.L.R.2d 1306. The judgment 
was thereupon paid and satisfied by the surety company, which then 
filed a claim therefor against the estate of A. P. Groth. 

In the instant case the bank sought recovery of the expenditures re- 
quired for auditing services rendered in discovering the shortages and 
for legal services required in obtaining judgment against the surety 
company. At the trial a stipulation was submitted by the parties to the 
effect that the judgment in the prior action was res judicata in so far 
as it determined that there had been a misappropriation of $15,470.14 of 
the bank’s funds by Groth; and that a judgment for such amount and 
interest in the sum of $4,239.24, plus costs and disbursements, had been 
entered in favor of the bank against the surety company and had been 
paid and satisfied by the latter. 


At the trial of this action, the bank submitted testimony of Mr. 
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Sandahl as to the services which he and his associates had rendered in 
conducting the audit described and in tracing responsibility for the 
shortages discovered. He testified that the reasonable value of such ser- 
vices was $6,095 and that this amount had been paid to him by the 
bank. The bank also submitted the testimony of Richard Converse, its 
attorney in the prior action, as to the services rendered therein by him 
and his associate, Mr. A. H. Markert; that the reasonable value thereof 
was $6,497.79; and that the bank had paid one-half of this amount to 
him and one-half of it to Mr. Markert. 

In its findings the trial court determined the facts with reference to 
the prior litigation and the judgment entered therein, but further found: 


“That the decedent, A. P. Groth, in no way participated in 
bringing about the contractual relation between the Prior Lake 
State Bank and the National Surety Corporation herein referred to, 
nor did he participate in any manner in the decision on the part 
of the National Surety Corporation to deny the claim of the plain- 
tiff bank which was made under under and by reason of the terms 
of said contract; that the decedent, A. P. Groth, could not reason- 
ably foresee the decision of the National Surety Corporation to 
deny the claim, assuming that decedent, A. P. Groth, was aware of 
the existence of the indemnity contract. 

oO oO o oO oO 


“That plaintiff incurred the sum of $14,396.54 for legal fees, 
auditing fees, court costs, and other expenses in connection with 
the preparation and trial of said action in the District Court of 
Hennepin County, and the appeal to the State Supreme Court.” 
In its conclusions the trial court determined: 

“That the misappropriation of funds belonging to the Prior 
Lake State Bank by A. P. Groth was not the actionable cause of the 
expense of litigation, attorneys’ fees, and auditing expense incurred 
by the plaintiff, Prior Lake State Bank, in its action against the 
National Surety Corporation. 

“That expenditures by plaintiff in connection with the investi- 
gation, trials and appeals against the National Surety Corporation 
were incurred by reason of the disagreement between the plain- 
tiff and said National Surety Corporation as to the terms and con- 
ditions of the surety bond in question and the amount involved 
and not otherwise. 

“That plaintiff has failed to prove a cause of action against the 
defendant herein, and the defendant is entitled to judgment with 
its costs and disbursements.” 

In a memorandum attached to its findings, the trial court stated: 

“, . . This claim on the part of the bank against the surety cor- 
poration was met by a refusal to acknowledge the obligation giving 
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several reasons for such refusal. Some of these reasons were on the 
basis of limitations as to the time for filing, and part of it on the 
ground that they denied the misappropriation. No where in the re- 
cord is there anything that would even remotely give rise to an in- 
ference that the decedent, A. P. Groth, had anything to do with 
the decision on the part of said surety corporation to deny the 
claim. . 
oO a o 2 = 

“It may be said that the unlawful acts on the part of the de- 
cedent, A. P. Groth, was the reason for the action, but the cause 
of the action was certainly the refusal on the part of the insurer 
for the surety corporation to pay the demands made upon it by 
the plaintiff bank.” 


On appeal the bank contends that, since the prior action was the 
natural and proximate result of the tortious acts of A. P. Groth and was 
instituted by it in good faith with reasonable grounds for believing that 
it would be successful, it is entitled to recover from Groth’s estate the 
necessary expenses including auditors’ and attorneys’ fees incurred there- 
in. Defendant argues that the misappropriation of Groth was not the 
cause of the prior litigation but rather that it arose because of the surety 
company’s breach of its contract for indemnity furnished the bank; and 
further that, since Groth was not a party to such a contract and did not 
induce the surety company to deny liability thereunder, the prior action 
should not have the effect of increasing Groth’s liability to the bank. 

1. It is well settled that a person injured by the tortious conduct of 
another is entiled to recover from the other damages for all harm, past, 
present, and prospective, legally caused by the tort. Restatement, Torts, 
§ 910. Likewise, where the natural and proximte consequence of a per- 
son’s tortious act projects another into litigation with a third person, 
attorneys fees and expenses reasonably incurred by the injured party 
in such litigation may be recovered from the one guilty of the tortious 
conduct. Restatement,Torts, $914, states the rule as follows: 


“A person who through the tort of another has been required to 
act in the protection of his interests by bringing or defending an 
action against a third person is entitled to recover . . . for the rea- 
sonably necessary . . . attorney fees and other expenditures . . . in- 
curred.” 


This principle is recognized in Bergquist v. Kreidler, 158 Minn. 127, 132, 
196 N.W. 964, 966, where this court stated: 


“, . . the litigation in which plaintiffs became involved was the 
direct, legitimate, and a to-be-expected result of appellant’s mis- 
representation. The loss sustained by plaintiffs in conducting that 
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litigation ‘is plainly traceable’ to appellant’s wrong and he should 
make compensation accordingly.” 


This principle was likewise approved in Tarnowski v. Resop, 236 Minn. 
33, 51 N.W.2d 801; and Dworsky v. Vermes Credit Jewelry, Inc., 244 
Minn. 62, 69 N.W.2d 118, although in the latter it was not applied because 
the court there found that defendant had not been guilty of tortious con- 
duct thrusting plaintiff into third-party litigation. See, Turner v. Zip 
Motors, Inc., 245 Iowa 1091, 65 N.W.2d 427, 45 A.L.R.2d 1174; Indiana 
Nat. Life Ins. Co. v. Butler, 186 Ky. 81, 213 S.W. 949; Stiles v. Municipal 
Council, 233 Mass. 174, 123 N.E. 615, 4 A.L.R. 1365; McGaw v. Acker, 
M. & C. Co., 111 Md. 153, 73 A. 731. 


2. Defendant argues that the rule should not be applied here since the 
undisputed facts indicate that the bank was not required to pursue the 
surety company but could have prosecuted the action against Groth 
directly for the shortages. In support of this contention, it is urged that 
the third-party litigation arose out of a breach of contract on the part of 
the surety company, and since Groth did nothing to induce such breach, 
there is no reason why he should be compelled to reimburse the bank for 
its expenses therein. The general rule above expressed, however, does 
not encompass an exception such as is suggested by defendant. The 
prerequisites to a defendant's liability for expenses incurred by a plaintiff 
in a third-party action are simply that such action shall have been con- 
ducted as a natural and proximate consequence of the defendant's tor- 
tious action and that plaintiff shall have conducted the same in good 
faith with reasonable ground for believing that its outcome would reim- 
burse him for the damages occasioned thereby. The rule appears to be 
applied generally in all cases of this nature except where it is established 
that the prior litigation was either not the proximate result of the tortious 
conduct of another or was not undertaken in good faith. Here it is not 
disputed the Groth was guilty of tortious conduct, and there is nothing 
to indicate that the bank did not act in good faith in instituting the prior 
action against the surety company. The fact that the latter resisted the 
claim and compelled the bank to resort to litigation to enforce it should 
not inure to the benefit of the wrongdoer. 

Nor do we feel that defendant should be permitted to successfully 
maintain the position that it was not decedent’s tortious conduct that led 
to the prior litigation. On the contrary, it is clear that had it not been 
for such wrongful conduct it would not have been necessary for the bank 
to institute the prior action. Clearly, it was a natural and proximate 
result of such misconduct, and it was well within the bank’s prerogative 
to elect to bring action against the surety company as the quickest and 
most direct means of recovering its loss. In Tarnowski v. Resop, supra, 
where a similar argument was advanced, we said (236 Minn. 40, 51 N.W. 
2d 805): 
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“... It is not true, however, that, having elected to sue for re- 
covery of that with which he [plaintiff] had parted, he is barred 
from proceeding against his agent to recover damages for his tor- 
tious conduct. While some of the allegations in plaintiffs com- 
plaint against the sellers are similar to or identical with those in his 
complaint in this case, insofar as the fraud is concerned, the right 
of recovery here against the agent goes much further than the ac- 
tion against the sellers. Many of the elements of damage against 
the agent are not available to plaintiff against the sellers. For in- 
stance, he has no right to recover attorneys fees and expenses of 
the litigation against the sellers. He has that right against the 
agent.” 


3. Based upon the foregoing, it must follow that here the bank is 
entitled to recover the reasonable value of the expenses necessary for 
prosecution of the prior action. This would include the reasonable value 
of attorneys’ fees and auditing fees essential to its successful prosecution. 
The findings of the trial court indicated that $14,396.54 had been incurred 
for such expenses, but there is no finding to establish that this amount was 
the fair and reasonable value thereof, or that all of the same were neces- 
sarily incurred in the preparation for and prosecution of the action. 

There is testimony as to the extent of the auditing services which in- 
cluded an audit of the bank's records extending back approximately 5 
years and that the bank's attorneys expended substantial time in prepara- 
tion for and in prosecution of the prior litigation. There should be a 
specific finding as to the reasonable value of the services rendered in so 
far as they were necessary in the preparation and for the prosecution of 
the prior action. After the court has made such findings, judgments 
against defendant for the amount arrived at, plus costs and disbursements, 
should be entered in favor of the bank. 

Reversed and remanded for further proceedings in accordance with 
this opinion. 


NEW LEGISLATION IN NEW MEXICO EXTENDS BANK LOANS 
AND ENACTS COMMERCIAL CODE 


Under recent legislation in New Mexico unlimited bank in- 
stallment lending becomes legal on June 8th. This supercedes 
the provisions of the Bank Installment Loan Act of 1959 which 
permitted installment loans only up to a limit of $3,500. The 
Legislature also passed a bill enacting the Uniform Commercial 
Code which will become effective in the state at midnight on 
December 31, 1961. 
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FRAUD IN THE FACTUM 591 
Defense of Fraud in The Factum Not Sustained 


In an action on a promissory note by an alleged holder in 
due course, a New Jersey court was called upon once again to 
consider the defense of fraud in the factum (see New Jersey 
Mortgage and Investment Co. v. Dorsey, 165 A.2d 297, 78 B.L.J. 
232). Here the note was given as partial consideration for the 
sale of an automobile and was discounted by the seller with a 
finance company. As a holder in due course the finance com- 
pany was immune from personal defenses; and the court found 
on the facts that the defense of fraud in the factum was not 
available to the makers since they were aware that the instru- 
ment they were signing was a negotiable note, and that their mis- 
conception, if any, was only as to the amount of the note. The 
court added that the question whether the payee filled in a 
blank in the note for the amount in accordance with authority 
was irrelevant in this suit against the maker by a holder in due 
course, and that a holder in due course has no duty to inquire 
as to the payee’s authorization even if he knew that the instru- 
ment contained blanks when it was given to the payee. 

One of the co-makers, however, was an infant at the time he 
signed the note. The court concluded that the defense of in- 
fancy was a real defense and remanded the case for trial to deter- 
mine whether the auto was a “necessary” which would make the 
infant liable for its reasonable value. Bancredit, Inc. v. Bethea, 
Superior Court of New Jersey, 168 A.2d 250. The opinion of 
the court follows: 


FREUND, J. A. D.—This is an appeal by the co-makers of an alleged 
promissory note from a judgment in favor of the asserted holder in due 
course. The Union County District Court, sitting with a jury, determined 
as a matter of law that the note was negotiable, that plaintiff was a holder 
in due course, and that defendants had not produced sufficient evidence 
to support their assigned defenses. Judgment was thereupon entered in 
favor of plaintiff in the amount of $448.99, plus costs. As no stenographic 
record was made in the trial court, the present appeal is before us on the 
trial judge’s settled state of case. R.R. 1:6-3. 

Plaintiff claims that the note, in the amount of $1,110.24, was executed 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 598. 
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by defendants on November 18, 1958, in conjunction with the purchase of 
an automobile under a conditional sales contract. Its evidence indicates 
that plaintiff purchased the note and the contract for $650 from the 
seller of the automobile, Chippy’s Auto Mart, Inc.; that defendants ex- 
pressly consented, in an addendum to the contract of sale, to the assign- 
ment of Chippy’s rights to plaintiff; that the note and contracts called for 
payment in 24 equal installments of $46.26 each, and that defendants were 
given a coupon book with a schedule of payments; that defendants made 
three payments—in December 1958 and in January and February 1959— 
and thereafter defaulted, causing plaintiff to repossess the vehicle and dis- 
pose of it at a public sale which yielded proceed of $350; and that after 
credits had been made for amounts already paid, the sum of $448.99, in- 
cluding attorney's fee, was due and owing on the note. 

Defendants asserted that the instrument had been procured by fraud. 
They claimed that material misrepresentations were made as to the 
nature and character of the instrument they signed, and that the condition 
of the subject automobile was falsely represented. It was also alleged 
that defendant Lynn Bethea was an infant at the time of the agreement 
and that the note is therefore unenforceable as to him. The testimony of 
the defendants, who are father and son, was that they had gone to 
Chippy’s Auto Mart, Inc., for the purpose of purchasing a used car for 
Lynn. Upon expressing interest in a 1955 Chevrolet, they were informed 
that the price of the automobile was $1,195, including a trade-in allow- 
ance of $250, and that an application for a loan in the sum of $500 would 
have to be made to cover the down-payment on the car. Accordingly, a 
printed note form, with the amount blank, was signed by both defend- 
anis, in addition to the sales contract and the attached consent to assign- 
ment. 

Defendants contend that a jury question was presented as to their de- 
fenses of fraud and the claim of infancy raised by Lynn Bethea. They 
also argue that plaintiff has not shown itself to be a holder in due course 
and is therefore subject to all defenses, real and personal, which defend- 
ants may have with respect to the instrument. 

In regard to the latter contention, we note that defendants have not 
produced any evidence to rebut the prima facie presumption that every 
holder is a holder in due course. R.S. 7:2-59, N.J.S.A. Having failed to 
offer proof that any of the statutory conditions of a holder in due course, 
R.S. 7:2-52, N.J.S.A., did not exist at the time plaintiff received the in- 
strument, they cannot successfully contest Bancredit’s status in this re- 
spect. Crown Capital Corporation v. Broderick, 130 N.J.L. 198, 32 A.2d 
289 (Sup.Ct.1943). Even if defendants could ultimately show that the 
payee’s title was defective, thereby shifting the burden of proof to plain- 
tiff, Fifth Ward Savings Bank v. First National Bank, 48 N.J.L. 518, 517 
7 A. 318 (E. & A. 1886); Budget Corp. of America v. De Felice, 46 N.J. 
Super. 489, 492, 185 A.2d 31 (App.Div. 1957); see New Jersey, Study of 
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the Uniform Commercial Code (Nov. 1960), § 3-307(2), especially 
comment (1), the latter’s uncontradicted evidence of the regularity of 
its acceptance of an instrument complete in all material respects con- 
stituted an adequate discharge of that burden. See West Side Trust Co. 
v. Krug, 117 N.J.L. 102, 187 A. 154 (E. & A. 1936); B. A. C. Corp. v. 
Cirucci, 131 N.J.L. 98, 35 A.2d 36 (Sup.Ct.1944). 


I 


As a holder in due course plaintiff is, of course, immune to all per- 
sonal defenses of the maker against the payee, including that of fraud in 
the inducement. Davis v. Clark, 85 N.J.L. 696, 698-699, 90 A. 303 (E. 
& A. 1914). Therefore, to the extent that defendants’ assertion of 
fraud is grounded in the alleged misrepresentations of the payee’s agent 
with respect to the quality and condition of the automobile, it cannot 
successfully be raised against plaintiff. 

Defendants, however, relying on New Jersey Mortgage and Invest- 
ment Co. v. Dorsey, 60 N.J.Super. 299, 158 A.2d 712 (App.Div. 1960), 
affirmed 33 N.J. 448, 165 A.2d 297 (1960), urge the real defense of fraud 
in the factum and insist that the evidence is sufficient to warrant a jury 
finding that they were unaware that the instrument they were signing 
was a negotiable note. We consider the contrary inference to be the 
compelling one. The proofs leave no doubt that defendants knew they 


were signing a negotiable instrument and that their misconception, if 
any, was as to the amount of their obligation. The testimony of Tony 
Bethea is illustrative: 


“Q. What agreement did you enter into? A. My son went 
down to buy a car. Chippy asked me to sign papers to borrow 
$500. He needed $500 to pay down on the car. That afternoon I 
went down there and he said... 

“Q. (Mr. Gehrie interrupting) How do you know Chippy? 
A. I have been doing business with him for 15 years. He said 
‘Will you sign the papers so your son will get $500? I signed a 
paper to get $500 from Beneficial Loan. It was for Lynn to get 
a car. 

“Q. When you signed this paper you thought you were sign- 
ing for a loan? A. I know I signed it for one loan but not this 
one here.” 


The younger Bethea was presumably present at the time his father 
signed the note, and undoubtedly signed with a similar understanding; 
at least there is no contrary testimony. While the record is bare of any 
testimony as to his precise comprehension of what he was signing (he 
admitted having signed both the note and the contract, but denied that 
the instruments were filled in when he signed them), the circumstances 
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surrounding the execution of the note and contract, the receipt of a cou- 
pon book, and the transfer of the automobile strongly suggest that, at 
best, he should have known that he was entering into a promissory mon- 
etary arrangement. Young Bethea conceded his ability to read and 
write, but we need not determine whether his literacy is in itself sufficient 
to estop him from asserting this defense. See Zier v, Eastern Acceptance 
Corp., 61 A.2d 106, 108 (Mun.Ct.App.D.C. 1948); United States v. 
Castillo, 120 F.Supp. 522, 523-524 (D.C.D.N.M. 1954). The maker's 
freedom from negligence is an integral part of the defense of fraud in 
the factum, and our Supreme Court has held, in New Jersey Mortgage 
and Investment Co. v. Dorsey, supra, 33 N.J., at p. 451, 165 A.2d, at p. 
298, that the burden of establishing lack of negligence is upon the maker. 
The proofs indicate an utter failure on the part of young Bethea to meet 
that burden. See Joseph Heimberg, Inc. v. Lincoln National Bank, 113 
N.J.L. 76, 172 A. 528 (Sup.Ct. 1934). 

The defense of fraud in the factum is not available to a maker who 
knowingly creates a negotiable instrument but leaves the amount blank 
on the understanding that a lesser sum will be inserted than subse- 
quently appears on the note in the hands of a holder in due course. 
The maker has not, in this situation, been misled as to the character of 
the instrument he is creating, but only as to the extent of his obligation. 
His defensive assertions are grounded in deception as to the terms of 
his commitment, not in ignorance of its quality. New Jersey Mortgage 
and Investment Co. v. Dorsey, supra, 60 N.J.Super., at p. 302, 158 A.2d, 
at p. 714. His defense is one of fraud in the inducement, effective only 
against the misleading payee and those successors to his interest who do 
not occupy the protective status of holder in due course. Cf. Howard 
v. Trusco Finance Co., 87 Ga.App. 509, 74 S.E.2d 379 (Ct.App. 1953); 
Maloney v. Central Finance Co., 18 La.App. 108, 137 So. 353 (Ct.App. 
1931); see Annotation 44 A.L.R.2d 8, 39 (1955). 


The condition of the proofs was such as not to present a jury issue 
on either the nature of the fraud, or the negligence of the maker of the 
note. The defense of fraud in the factum was properly rejected by the 
trial judge as a matter of law. 

The aforementioned conclusions are grounded in our Negotiable In- 
struments Law, under which unauthorized completion of a partially 
blank instrument which is delivered to the payee or holder is only a 
personal defense. R.S. 7:2-14, N.J.S.A.; Cinema Circuit Corp. v. Merrill 
Amusement Corp., 121 N.J.L. 216, 2 A.2d 43 (Sup.Ct. 1938). The an- 
omalous rule that nondelivery of an incomplete instrument constitutes 
a real defense, R.S. 7:2-15, N.J.S.A.; see Budget Corp. of America v. 
De Felice, supra, 46 N.J.Super., at p. 493, 185 A.2d, at p. 33; also see 
criticism of this rule and proposed change in New Jersey, Study of Uni- 
form Commercial Code, supra, § 3-305, comment (1), § 3-115, especially 
comments (2) and (3), § 3-407 (3), is not here applicable, as the note 
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and contract were undoubtedly delivered by defendants to the payee, 
Chippy’s. Defendants’ interposition at this point, to the effect that the 
payee’s fraud was such as to preclude effective delivery of the incom- 
pleted instrument, thereby invoking R.S. 7:2-15, N.J.S.A., was considered 
and rejected in New Jersey Mortgage and Investment Co. v. Dorsey, 
supra, 60 N.J.Super., at p. 306, 158 A.2d, at p. 716. Failure of the maker 
to establish either fraud in the execution or freedom from negligence 
debases entirely the merit of such a contention. 

Since the blanks were filled in by the payee, the question of the lat- 
ter’s authority to do so becomes irrelevant in a suit against the maker by 
a holder in due course. Not only did the instant plaintiff have the right 
to assume that the payee filled in the blanks in accordance with its au- 
thority, but even knowledge, if such existed, on the part of Bancredit 
that the instrument contained blanks when executed did not impose on 
the latter a duty to make further inquiry as to the payee’s authorization. 
First National Bank of Springfield v. Di Taranto, 9 N.J.Super. 246, 250- 
251, 75 A.2d 907 (App.Div. 1950); see 8 Am.Jur., Bills and Notes, § 418, 
pp. 157-158. 

We therefore consider defendants’ own proofs to demonstrate con- 
clusively that there was an utter absence of fraud in the execution of the 
note under consideration. 


II 


With repect to the obligation of Lynn Bethea, who was slightly over 
20 years of age at the time he signed the note and contract and received 
delivery of the automobile, error is assigned in the trial court’s rejection 
of his defense of infancy. The trial judge held that the vehicle was, as 
a matter of law, a “necessity,” as it “transported him to his place of em- 
ployment where he was compensated for his services.” 

Whether infancy is a real or personal defense is generally dependent 
on the contract law of the jurisdiction in question. Universal Credit Co. 
v. Hibbard, 273 Ky. 597, 117 S.W.2d 583 (Ct.App. 1938); see New Jersey, 
Study of Uniform Commercial Code, supra, § 3-305(a), comment 4. 
The more usual view, that infancy is a real defense, rests on the premise 
that one who lacks capacity to contract cannot be said to have bound 
himself irrevocably to anyone, even to a holder in due course. Murray 
v. Thompson, 136 Tenn. 118, 188 S.W. 578, L.R.A.1917B, 1172 (Sup.Ct. 
1916); see Britton, Bills and Notes (1943), § 126, p. 548; 8 Am Jur., Bills 
and Notes, § 614, p. 328. Our courts have by inference followed this 
view and have held that where the consideration does not consist of a 
necessary, a promissory note given by an infant is voidable at the infant's 
election, the latter's incapacity constituting a bar to his liability unless 
he ratifies the obligation upon the attainder of full age. Majaika v. 
Jamison, 115 N.J.L. 358, 180 A. 402 (Sup.Ct. 1935); cf. Notaro v. Notaro, 
38 N.J.Super, 311, $14, 118 A.2d 880 (Ch.Div. 1955). 
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The general contract rule has been incorporated into the Sales Act, in 
R.S. 46:30-8, N.J.S.A. (made applicable to the instant transaction by R.S. 
46:30-7, N.J.S.A. and the silence of the Conditional Sales Act, R.S. 46:32- 
1 et seq., N.J.S.A.), which has also preserved the common law require- 
ments that (1) where his contract is for necessaries, a disavowing infant 
is liable for the reasonable price thereof, and (2) whether the article 
transferred qualifies as a necessary depends not only on the nature of 
the article but also on the actual need of the infant at the time he receives 
delivery. Reading v. Wilson, 38 N.J.Eq. 446, 448 (Ch.1884). See gen- 
erally, New Jersey, Study of Uniform Commercial Code, supra, § 1-108. 


Within the ambit of the Sales Act, “necessaries” are defined as “goods 
suitable to the condition in life of such infant or other person, and to his 
actual requirements at the time of delivery.” R.S. 46:30-8, N.J.S.A. 
While an automobile has not generally been classed as a necessary, in 
accordance with the principle that articles used for pleasure or for busi- 
ness advantage are not bodily or mental essentials, Chambers v. Dun- 
myer Chevrolet Co., 74 Ohio App. 235, 58 N.E.2d 239, 240 (Ct.App. 
1943); see La Rose v. Nichols, 91 N.J.L. 355, 357, 103 A. 390 (Sup.Ct. 
1918), reversed on other grounds sub nom. La Rose v. Nichols, 92 N.J.L. 
375, 105, A. 201, 6 A.L.R. 412 (E. & A. 1918); Annotation 78 A.L.R. 392 
(1932), recent decisions have espoused the more realistic view that an 
occupational accessory may well be a link in the chain of physical sur- 
vival. See Sykes v. Dickerson, 216 Ark. 116, 224 S.W.2d 360 (Sup.Ct. 
1949). For example, in Ehrsam v. Borgen, 185 Kan. 776, 347 P.2d 260 
(Sup.Ct.1959), the infant, at the time of contracting, was over 20 years 
of age and apparently supported himself. He owned his own automo- 
bile, driving approximately 20 miles to and from work each day. It 
was found (347 P.2d, at p. 263, supra) that “in order for defendant to 
hold his job and earn a livelihood, he had to get to and from work and, 
under such conditions, the arrangement made between the parties was 
necessary insofar as defendant was concerned.” The Kansas court dis- 
cussed the evolution of the automobile as a concomitant to modern 
living: 


“It might be said that earlier in the history of our country, 
when industry was centralized in cities or industrial communities 
where housing was adequate and public transportation, by way 
of the street car, the bus or the community train was available to 
all, private transportation was not necessary for one getting to and 
from his work. However, since World War II there has been a 
tremendous growth in our country’s population, and in this highly 
industrial age, where industry has the tendency to decentralize 
and move to less populated or rural communities within which 
there is a shortage of housing and very little, if any, public trans- 
portation available, the worker is, as a result, required to commute 
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long distances to and from his place of employment. We are, 
therefore, of the opinion that private transportation for the worker 
is now a necessity and an agreement made by a minor for such 
transportation is binding and not subject to disaffirmance for the 
reasons of minority alone.” (347 P.2d, at pp.263-264, supra.) 


We are in accord with the recognition, implicit in these holdings, that 
modern transportation habits and the definitional flexibility of “neces- 
sary,” dependent as the term is upon the social position and situation in 
life of the minor, see Spaulding v. New England Furniture Co., 154 Me. 
330, 147 A.2d 916 (Sup.Jud.Ct.1959), may well combine to dictate that, 
under certain circumstances, an automobile is sufficiently indispensable 
to bind an infant who contracts for one. Whether, therefore, the auto- 
mobile in the case at hand—allegedly used by young Bethea in driving 
to and from work—is a necessary should have been determined by the 
jury, taking into account such considerations as the defendant’s station 
in life, his personal need of the vehicle, the type of work in which he is 
engaged, the travelling distance involved in going to and from his job, 
convenient alternative means of transportation, and the terms of his 
contract of employment. See 43 C.J.S. Infants § 78 b, pp. 189-194. 
Also to be resolved by the jury is the question of whether, considering 
young Bethea’s possession of another automobile (the one traded in) 
and the apparent willingness of his father to help him, the infant was in 
“actual need” of the car purchased. Finally, even if the automobile is 
found to be a necessary, the infant’s liability must be limited to the 
reasonable value thereof; defendants have claimed all along that the 
worth of the vehicle is considerably less than the sales price. 

We recognize that, in general, the burden of proving infancy is on 
the one who asserts it in defense. See 27 Am.Jur., Infants, § 145, p. 862. 
However, once the defendant effectively demonstrates his infancy at the 
time of contracting, the party seeking to recover for materials furnished 
has the burden of proving both that the articles supplied in fact con- 
stituted necessaries, and that the infant was in “actual need” of them. 
Robertson v. King, 225 Ark. 276, 280 S.W.2d 402, 404, 52 A.L.R.2d 1108 
(Sup.Ct.1955); Spaulding v. New England Furniture Co., supra, 147 
A.2d, at p. 918; see 43 C.J.S. Infants § 117, pp. 330-331. It is also the 
duty of the creditor to establish the reasonable value of the alleged 
necessaries. De Woody v. Goss, 86 S.W.2d 194 (Mo.Ct.App.1935). 

The involvement of Tony Bethea, the father, in this contract raises a 
further issue of fact: whether the agreement was consummated on his 
sole credit. If the necessaries are not furnished on the infant’s credit, 
the latter is not liable for them. See 2 Williston, Contracts (3d ed. 1959), 
§ 240, p.51. The burden of proof as to this issue would fall on the in- 
fant, since he would be attempting to avoid the liability consequent upon 
his purchase of the necessaries. 





598 THE BANKING LAW JOURNAL 


Should the automobile be found not to be a necessary, Lynn Bethea’s 
release from liability on the note is not open to question. It cannot be 
claimed that he ratified his obligation upon attaining majority, as he in 
fact disaffirmed before coming of age. Ratification cannot be effectually 
made until the coming of age. Mechanics Finance Co. v. Paolino, 29 
N.J. Super, 449, 456, 102 A.2d 784 (App.Div.1954).. Disaffirmance, how- 
ever, at least with respect to contracts relating to personal property, may 
occur either during infancy or within a reasonable time after the at- 
tainder of full age. Mandell v. Passaic National Bank and Trust Co., 18 
N.J.Misc. 455, 459, 14 A.2d 523 (Cty.Ct.1940); 2 Williston, supra, § 235, 
p. 29. The record indicates that Lynn Bethea reached his twenty-first 
birthday on September 26, 1959. Inspection of the docket shows that 
defendants’ answer, in which Lynn raised the defense of infancy, was 
filed with the Union County District Court on July 27, 1959. Disavowal 
by an infant need not take any prescribed form or ceremony; the filing of 
the answer prior to the attainment of majority constituted disaffirmance 
as a matter of law. Bankers’ Trust Co. v. Bank of Rockville Center Trust 
Co., 114 N.J.Eq. 391, 406, 168 A. 733, 89 A.L.R. 697 (E. & A. 1933); Sacco 
v. Schallus, 11 N.J.Super. 197, 201, 78 A.2d 148 (Ch.Div.1950). 

The factual issues set out above relate, of course, only to the liability 
of Lynn Bethea. Tony Bethea is primarily bound on the instrument, 
and the fact that his co-maker may avoid his part in the contract does 
not effect the adult’s liability. Levine v. Mallon Oldsmobile Co., Inc., 
127 NJ.L. 197, 21 A.2d 852 (Sup.Ct.1941). 


Ill 


Defendants’ final allegation is that the trial judge erroneously allowed 
a “double attorney’s fee” to counsel for plaintiff. After computing de- 
fendants’ purchase price deficiency, the court added 15% to cover coun- 
sel fee, in accordance with the parties’ provision in the note that “If any 
installment of this note is not paid when due, then all installments hereof 
shall immediately become due and payable at the option of the holder 
hereof, without notice or demand, and the undersigned hereby agrees 
to pay all expenses of collection including 15% attorney’s fees, if placed 
in the hands of an attorney for collection.” At the time the note was 
executed, such a provision was expressly authorized by N.J.S.A. 17:16B-6 
(a) (4), permitting counsel fees not exceeding 15% of the default de- 
ficiency on a retail installment contract. See Maryland Credit Finance 
Corp. v. Reeves, 45 N.J.Super. 205, 208, 182 A.2d 36 (App.Div.1957). 
(The statutory provision has since been repealed, L.1960, c. 40, p. 162, 
§ 58, and replaced by a new limitation of 20% on the first $500 of any 
default deficiency and 10% on the excess. N.J.S.A. 17:16C-42(b).) 

Upon totalling defendant’s liability at $448.99, including the afore- 
mentioned allowance, the trial judge proceeded to assess costs. An 
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attorney's fee of 5% of the total judgment was included in this assess- 
ment, pursuant to N.J.S. 22A:2-42, N.J.S.A., providing in relevant part 
that “There shall be taxed by the clerk of a county district court in the 
costs against the judgment debtor, a fee to the attorney of the prevailing 
party of five per centum (5%) of the first five hundred dollars ($500.00) 
of the judgment. .. .” 

We find neither inconsistency nor repetition in the court’s allowance of 
both of these amounts. The 15% award was a recognition of the 
parties’ contractual arrangement, its reasonableness sanctioned by stat- 
ute. It was properly included in the formal judgment. While the amount 
is designated as “attorney's fees,” it is in effect a reimbursement or in- 
demnification of the creditor for estimated legal expenses in effecting 
collection. In re Katz, 40 N.J.Super. 103, 106-107, 122 A.2d 185 (Ch. 
Div.1956). It is not conditioned upon the actual institution of suit. 
Moreover, the obligation created in the note is the property of the holder 
in due course and not of his attorney. In re Maury, 97 Mont. 316, 34 
P.2d 380, 384 (Sup.Ct.1934); see 7 C.J.S. Attorney and Client § 163, pp. 
1020-1021, note 71. The attorney must still depend, for his compensa- 
tion, on the credit of his client or on prompt attachment of his statutory 
lien. See N.J.S. 2A:18-5, N.J.S.A. The 5% allowance, on the other 
hand, is tied to the successful prosecution of suit in the county district 
court, and is payable directly to the attorney. As a taxed cost of litiga- 
tion, it is in the nature of a statutorily authorized penalty against the 
judgment debtor, saddling him with the burden of compensating the 
creditor's attorney for the latter’s litigational duties. Cf. Katz v. Farber, 
4 N.J. 333, 338, 72 A.2d 862 (1950); El v. Toohey, 125 N.J.L. 150, 152, 
14 A.2d 581 (Sup.Ct.1940), affirmed 125 N.J.L. 510, 17 A.2d 165 (E. & A. 
1941); Fagliarone v. Consolidated Film Industries, Inc., 20 N.J.Misc. 193, 
196, 26 A.2d 425 (Cty.Ct.1942), affirmed 131 N.J.L. 315, 36 A.2d 297 
(E. & A. 1944). 

We are not dissuaded from our position by defendants’ reference to 
Bank of Commerce v. Markakos, 22 N.J. 428, 126 A.2d 346 (1956), in 
which the Supreme Court held unenforceable a provision in a mortgage 
bond providing a counsel fee upon foreclosure in excess of the schedule 
of fees set forth in R.R. 4:55-7(c). As this court pointed out in Mary- 
land Credit Finance Corp. v. Reeves, supra, 45 N.J.Super. at p. 208, 132 
A.2d at p. 38, the Markakos case dealt with an attempt to contradict con- 
tractually a rule of court specifically restricting counsel fees in fore- 
closures to the schedule set forth. In the instant case, not only was the 
parties’ contractual arrangement expressly authorized by statute, but, as 
we have outlined, the taxed costs provision, N.J.S. 22A:2-42, N.J.S.A., 
was not designed to embrace the subject of the parties’ agreement. 
To accept defendants’ argument that the latter statute constitutes the 
sole barometer of assessed counsel fees would be to render meaningless 
N.J.S.A. 17:16B-6(a) (4), now replaced by N.J.S.A. 17:16C-42(b), in 
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the greater area of its potential applicability—i. e., actions in the county 
district courts. We will not impute illogic to the Legislature, if a reason- 
able construction of its intention can be perceived; here, we accept its 
altogether logical recognition of the distinction between a contractual 
arrangement to cover any and all legal expenses attendant upon collec- 
tion, regardless of whether suit is instituted, and a statutory court-impos- 
ed cost allowed solely for the prosecution of suit to final judgment. 

The judgment of the trial court is affirmed as to defendant Tony 
Bethea. With respect to defendant Lynn Bethea, it is reversed and re- 
manded solely for a trial of the factual issues, relating to the asserted 
defense of infancy. 

So ordered. 


Bank Not Liable for Value of Securities Allegedly 
Missing From Safe Deposit Box 


A Connecticut court recently entered judgment in favor of 
Connecticut Bank and Trust Company in a suit brought by the 
lessee of a safe deposit box against the bank for the value of 
certain bonds which the lessee claimed were missing from the 
safe deposit box. 

The court summarized the applicable law as follows: the 
relationhip of bailor-bailee exists as to valuables placed in a 
in a safe deposit box even though the bank has no knowledge as 
to the property deposited; upon demand the bank must pro- 
duce the contents of the box and the failure to do so raises a 
presumption that their non-production is due to negligence on 
the part of the bank which may be overcome by showing that 
the loss of the goods was not due to a failure on the part of the 
bank to exercise reasonable care. 

Upon analyzing the facts the court held that the bank had 
shown that it had used proper care and that the lessee had not 
shown by a fair preponderance of the evidence the fact of de- 
posit or the breach of the contract of bailment on the part of 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1350. 
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the bank. Farnum v. Connecticut Bank and Trust Company, 
Supreme Court of Connecticut, 168 A.2d 168. The opinion of 
the court follows: 


COTTER, J.—The plaintiff, a retired professor seventy-six years of 
age, sues to recover securities, or their value, which he claims to have 
placed in a safe deposit box. 

He rented the box from the defendant at its Willimantic branch. 
General Statutes § 36-57(s). He purchased negotiable bonds valued at 
approximately $8400, represented by five certificates, on October 18, 1957, 
from Wood, Struthers and Company of New York and purportedly re- 
ceived them in a large manila envelope by registered mail, probably on 
October 19, a Saturday. He opened the envelope at that time, 
examined the certificates and then placed the unsealed envelope 
containing them in an unlocked deep filing drawer in a desk at 
his home in Hampton, Connecticut. He left Hampton October 
20, Sunday, in company with his wife, to visit their daughter in New 
York, placing the bonds in a small zipper brief case which he packed in 
a larger suitcase for travel by automobile. They returned to Williman- 
tic on October 25, Friday, after visiting with their daughter and her fam- 
ily, arriving in front of the bank about noontime. He parked at a meter, 
purportedly took the zipper case out of the suitcase, proceeded to remove 
the manila envelope, then its contents, and inserted them in a smaller 
envelope, about nine and one-half inches by four and one-eighth 
inches, which he placed in the inside pocket of his suit coat. 
He went into the bank and after going through the necessary procedures 
received his box, took it into a small room, removed the securities from 
the small envelope which he took from his coat pocket and supposedly 
placed them in the box. He closed and latched the box and returned 
it to the attendant, who placed it in the vault within the plaintiff's line 
of vision. The plaintiff had not examined the bonds from the time he 
left on October 20 through the time he allegedly put them in the box 
on October 25. He made a visit to the box on December 31 to put in 
another security. On January 25, 1958, the plaintiff, at the request of 
his son-in-law, who was about to make out the plaintiff's income tax re- 
turn, opened the box at the bank to list the securities he owned. He 
then discovered that the bonds he thought he had left in the vault on 
October 25, 1957, were not in the box. 


The court visited the bank, viewed the premises and heard testimony 
there. The vault and boxes were made and installed by the Moseley 
Company. To enter the vault, the customer signs a card, the attendant 
opens a grill door by key, then a guard key is inserted in the box lock, 
and the customer’s key, given to the attendant, is inserted. The lock is 
opened, and the box is taken out and given to the customer, who takes it 
to a booth. When he returns with the box, the grill door is opened by 
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key again and the keys inserted, the box locked and the customer’s key 
returned. There are only two customer keys, which are kept by the 
customer, and if they are lost the box must be drilled open. In such a 
case the lock is changed and the customer given a new box and new 
keys. The customer’s key cannot be returned to him unless the box 
space is locked. . 

What happened to the bonds is a mystery. Duplicates were issued 
for all the bonds except the $5000 Federal Land Banks 41% per cent. 
In a letter to Wood, Struthers and Company dated January 27, 1958, the 
plaintiff states in part: 

“Dear Sirs: 


o 3° c o _ 


“On Friday, October 25, I took them to the bank and supposedly 
placed them in the box with other securities. My wife recalls telling me 
to tuck them safely in an inside pocket when I left the car to enter the 
bank. I signed for the box and to the best of my memory put these 
securities in it and saw that the box was returned to its space in the vault. 

“Upon checking up on the contents of the box on Friday, January 24, 
1958 I discovered that these four securities were missing. I am com- 
pletely mystified over the situation. I certainly had the securities and 
took out my box in which to file them. The securities made a sizeable 
package. In leaving the small room in which I had them with the box 
it would seem that I could hardly have failed to notice them had I 
closed the box without placing them inside, and left them on the table. 
And yet this is the only conclusion I can come to. 

“At all events the securities are gone, either lost in some manner or 
stolen. 

“I have notified the bank. I have searched and researched my home 
My wife and I have carefully reviewed our movements. She remembers, 
confidently, my placing them from brief case into my inner coat pocket 
and going directly to the bank. 

“I left the bank with a distinct sense of relief that they were safely 
cared for. As a rule I try to be extremely careful, especially about mat- 
ters of this kind, but I am forced to acknowledge that I must have made 
a careless move somewhere. I was completely dumbfounded to discover 
them gone. 

“I fear the securities have been stolen but I am hoping that in some 
way recovery in part or in whole may be made, that the situation isn’t 
entirely hopeless.” 

The first notice of a claim against the bank was made in a letter 
dated July 23, 1959, prepared by a New York lawyer. 

In a case such as this, where the bank leases a safe deposit box, the 
relationship of bailor and bailee exists as to securities or valuables placed 
in such box, even though the bank has no knowledge as to the property 
deposited. Note, 14 A.L.R.2d 948, 954. It is a bailment for hire and 
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mutual benefit. This is true even though access to the contents can be 
had only by use of a key retained by the lessee, and the relationship is 
distinguished from that of landlord and tenant. 6 Am.Jur. 492, § 408. 
In general the rights, duties and liabilities of the parties seem to be that 
the bank “holds out to the public the implied agreement that property 
placed in its custody will be protected, so far as reasonable human fore- 
sight will permit, from the ordinary dangers to which valuables . . . 
are exposed.” 6 Am.Jur. 496, § 413; note, 40 A.L.R. 874, 879. There ap- 
peared no special contract between the parties herein limiting any 
rights, duties or liabilities. See Samelson v. Harper’s Furs, Inc., 144 
Conn. 368, 131 A.2d 827. 

Generally, a bailee owes the duty to return or account for the prop- 
erty deposited. Nothnagle v. New York, N. H. & H. R. Co., 139 Conn. 
278, 283, 93 A.2d 165. On demand, the bank must produce the contents 
and if it cannot do so it must account for its failure by showing some 
reason to excuse such failure. It has been held that a loss through theft 
excuses the bank from its obligation to redeliver, in the event it has exer- 
cised ordinary care to prevent the theft. Morgan v. Citizen’s Bank, 190 
N.C. 209, 129 S.E. 585, 42 A.L.R. 1299; Young v. First National Bank, 
150 Tenn. 451, 265 S.W. 681, 40 A.L.R. 868. 


Under the above authorities, it has been held that the bank must 
exercise reasonable care in keeping such property, in the selection of its 
employees and in the supervision of their conduct and is liable only when 
the loss results from a failure to exercise ordinary care, since the bank 
is not an insurer except by special contract or statute. See also Aetna 
Casualty & Surety Co. v. Poppel & Sons Service Station, Inc., 142 Conn. 
598, 605, 115 A.2d 655. They likewise hold that a prima facie case is 
made out when the contract, delivery of property and failure to return 
the contents on demand are shown, but it does not shift the burden of 
proof, since “although the duty to go forward and rebut the prima facie 
case is on the defendant, the risk of nonpersuasion on the whole issue 
is on the bailor as plaintif.”. 7 Am.Jur. 289, § 411, citing Morgan v. 
Citizens’ Bank, supra. 

The plaintiff appears to rely solely on a complaint sounding in con- 
tract, offering proof of the contract of bailment and of the failure of 
defendant to return the bonds, as was the attempt in Watrous v. Sinoway, 
135 Conn. 424, 426, 65 A.2d 473, where it was said the plaintiff can choose 
either contract or tort. The bailee agrees by implication to exercise or- 
dinary care; Douglass v. Hart, 103 Conn. 685, 689, 131 A. 401, 44 A.L.R. 
820; and is required to show that the loss was not due to its negligence. 
Murray v. Paramount Petroleum & Products Co., 101 Conn. 238, 242, 125 
A. 617, 618, where the court says: “The failure of the bailee to perform 
his contract to return the goods raises a presumption that their non- 
production is due to the negligence of the bailee, and by proof of such 
nonproduction the bailor makes out a prima facie case of negligence, 
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which may be overcome by the bailee by any explanation which shall 
satisfy the trier that the loss was not due to his failure to exercise reason- 
able care in the custody of the goods.” The denial of a breach of con- 
tract “by answer definitely raised the issue of proper care,” and “[t]he 
question . . . was whether or not the defendant was negligent.” Wat- 
rous v. Sinoway, supra [135 Conn. 424, 65 A.2d 474]. 

Proof of nonproduction makes out a prima facie case; the bailee must 
then prove the actual circumstances; and thereafter, the burden on the 
whole case is upon the bailor. Frissell v. John W. Rogers, Inc., 141 
Conn. 308 310, 312, 106 A.2d 162. The bank showed upon all the cir- 
cumstances it used proper care, and the plaintiff did not show by a fair 
preponderance of the evidence the facts of the deposit or the breach of 
defendant's contract. A plaintiff prevails “because of the strength of her 
own” case. Silva v. City of Hartford, 141 Conn. 126, 128, 104 A.2d 210, 
211. The plaintiff is uncertain as to the happenings; a fortiori, the court 
is uncertain. In argument, counsel suggested that the attendant might 
have palmed the plaintiff's key and made a wax impression of it. This 
is pure conjecture from the circumstances as related to the court. There 
were too many safeguards thrown up by the bank, and the young lady at- 
tendants seemed far from having the legerdemain of a Houdini to ac- 
complish such a feat in view of a customer or others. 

The issues are found, and judgment may enter, for the defendant. 


ATTORNEY GENERAL IN MICHIGAN 
INTERVENES IN BANK CASE 


It was reported recently that the Attorney General of Mich- 
igan has intervened before the State Supreme Court in a suit 
brought by a bank to collect funds owed by various purchasers 
of carpets in the Detroit area. The Attorney General asked 
that the court grant a continuance of a restraining order which 
freezes law suits brought by the bank against note holders. It 
is contended that the state took this action to protect some 600 
victims of a carpet fraud scheme and that the action taken by 
the Attorney General would not injure the bank’s right to collect 
on the notes but would give the state a chance to determine the 
facts in the various cases. 





COLLECTING BANK 


Payee’s Complaint Against Collecting Banks 
Dismissed 


Howard Levin purchased a bank check drawn to his order 
by Prudential Savings Bank of Brooklyn on Manufacturers Trust 
Company. Levin endorsed it: “In payment to City Motor Co., 
Inc.,” a non-existent corporation. The persons to whom Levin 
delivered the check endorsed it for deposit, and the check was 
paid by the drawee bank through the agency of a collecting 
bank. Both the bank of deposit and the collecting bank guaran- 
teed prior endorsements. Levin brought suit against the bank 
of deposit and the collecting bank alleging that the endorsement 
of City Motor Company, Inc. was a forgery. 

The court dismissed the complaint holding that the guaranty 
of prior ¢..dorsements ran only to subsequent holders in the 
collection process and to the drawee bank. The court recog- 
nized that a payee whose signature is forged has a cause of 
action against collecting banks as well as the drawee bank and 
that there is authority that a drawer in some instances might 
have an action against the collecting banks. The court, how- 
ever, refused to allow Levin leave to replead stating that it 
might have remanded the case for further proceedings to per- 
mit amendment of the pleadings if it “were convinced that 
[Levin] had a meritorious claim.” Levin v. Union National 
Bank of Westminster, Court of Appeals of Maryland, 168 A.2d 
889. The opinion of the court follows: 


HENDERSON J.—The declaration in this case alleged that Howard 
Levin purchased from the Prudential Savings Bank of Brooklyn, New 
York, on October 25, 1957, a teller’s check or bank draft, payable to his 
order in the sum of $3,700. The check was drawn upon the Manufacturers 
Trust Company, Brooklyn, New York. Levin indorsed it: “In payment 
to City Motor Co. Inc as per signed agreement of Nov. 4, 1957”, and 
signed his name thereunder. He delivered the check to certain named 
individuals doing business in Westminster, Maryland, as “City Motor 
Co.”, one of whom indorsed the check “for Deposit Only in Union National 
Bank [of Westminster] City Motor Company”, where the association kept 
its account. This bank placed upon it the usual stamped indorsement, 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 583. 
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“pay to the order of any bank . . . prior endorsements guaranteed”, and 
forwarded it to the First National Bank of Baltimore where on November 
12, 1957, it was similarly stamped and then paid in New York by the 
drawee. 

On May 20, 1960, Levin filed suit in assumpsit against the two Mary- 
land banks, attaching a copy of the check and alleging that the defendant 
banks guaranteed the genuineness and authority of prior indorsements 
under Code (1957), art. 11, § 121, and that the indorsement by an 
unincorporated association of individuals trading as City Motor Company 
was “defective and irregular”. The declaration further alleged that these 
individuals had falsely and fraudulently represented to him that City 
Motor Company was a corporation of which they were the stockholders 
and that he suffered loss and damage by the banks’ action. The plaintiff 
also moved for summary judgment, appending an affidavit that repeated 
the allegations of the declaration and particularly the claim upon a guar- 
anty, claiming a loss of $3,700 less a credit of $778.67 realized in a sub- 
sequent equity proceeding against the persons therein mentioned. The 
defendant banks filed a demurrer and affidavits that the banks had a good 
and valid defense. The demurrer was sustained without leave to amend. 
Although judgment for costs was not entered at that time, it was entered 
subsequent to the argument of this appeal, and, by agreement of the 
parties, we treat the case as on appeal from that final order. 


The appellees appear to concede that Levin’s indorsement was special 
and in legal effect a direction to pay to a nonexistent corporation, although 
the fact of its nonexistence was unknown to the indorser. The appellant 
contends that the subsequent indorsement in the name of City Motor 
Company was “forged, or made without authority of the person whose 
signature it purports to be”, and hence “wholly inoperative”, under Code 
(1957), art. 13, § 44. He contends that the collecting banks are liable to 
him under Code (1957), art. 11, § 121, as guarantors of the genuineness 
and authority of prior indorsements. We think the appellant has mis- 
conceived his remedy. 

Section 121 is a part of the Bank Collection Code, a uniform law. See 
Code (1957) art. 11, 88 133 and 134. Section 121 provides that: An 
indorsement ‘pay any bank or banker’ or having equivalent words shall 
be deemed a restrictive indorsement and shall indicate the creation of an 
agency relation in any subsequent bank to whom the paper is forwarded 

. . such indorsement or other restrictive indorsement whether creating 
an agency or trustee relationship shall constitute a guaranty by the 
indorser to all subsequent holders and to the drawee or payor of the 
genuineness of and the authority to make prior indorsements and also to 
save the drawee or payor harmless in the event any prior indorsement 
appearing thereon is defective or irregular in any respect unless such 
indorsement is coupled with appropriate words disclaiming such liability 
as guarantor.” Plainly, the guaranty runs only to subsequent holders in 
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the collection process and the drawee. For cases so holding, see First 
Nat. Bank of Bloomingdale v. North Jersey Trust Co., 18 N.J.Misc. 449, 
14 A.2d 765; Railroad Bldg., Loan & Sav. Ass’n v. Bankers’ Mtg. Co., 142 
Kan. 564, 51 P.2d 61, 102 A.L.R. 140. 


The cases recognize that a drawer of a negotiable instrument payable 
to a designated payee whose signature is forged may sue the drawee in 
contract for having paid out in violation of his order to pay only to the 
payee or the person designated by the payee’s order. The drawee, of 
course, would have rights over against the collecting banks upon their 
guaranty of prior indorsements. The cases also recognize that the payee 
whose signature is forged would have a conversion action against the 
drawee, but not a contract action, for paying funds upon an instrument 
bearing his forged indorsement. A payee whose signature is forged also 
has a remedy against a collecting bank upon the theory that it holds the 
proceeds as a constructive trustee. See National Union Bank of Maryland 
v. Miller Rubber Co., 148 Md. 449, 455, 129 A. 688; Lindsley v. First 
Nat. Bank of Philadelphia, 325 Pa. 393, 190 A. 876; Henderson v. Lincoln 
Rochester Trust Co., 303 N.Y. 27, 100 N.E.2d 117. To some extent the 
theory rests upon avoidance of circuity of action, especially where the 
suit is in equity, as in the Miller Rubber Co. case, supra. See Note, 36 
Harv.L.Rev. 879. It was said in Fidelity-Baltimore Bank & Trust Co. v. 
John Hancock Mut. Life Ins. Co., 217 Md. 367, 371, 142 A.2d 796, that a 
drawer likewise has an action against a collecting bank, although there 
is authority to the contrary. See California Mill Sup. Corp. v. Bank of 
Am. N. T. & S. Ass’n, 36 Cal. 2d 334, 223 P.2d 849; Trojan Pub. Corp. v. 
Manufacturers Trust Co., 298 N.Y. 771, 83 N.E.2d 465. Doubtless the 
question would depend upon whether the title to the check, or the 
proceeds, remained in the drawer as it did in the Fidelity-Baltimore Bank 
case, supra, or passed to the true payee. In the instant case Levin was 
not the drawer of the instrument in question, nor was he a payee whose 
signature was forged. If we assume without deciding, that he could 
exercise, by analogy, the rights of a drawer or payee against the collecting 
banks, still he cannot properly declare upon a guaranty that runs only 
to the drawee or transferees in the collection process set in motion by the 
purported agents of a nonexisting or fictitious indorsee. The declaration 
contained only one count, and the demurrer to it was properly sustained. 


If we were convinced that the plaintiff had a meritorious claim, we 
might perhaps remand the case for further proceedings under Maryland 
Rule 87la, to permit amendment of the pleadings. See Landay v. Cohn, 
220 Md. 24, 29, 150 A.2d 739. However, we have declined to remand a 
case to permit the setting up of a new and different case upon an incon- 
sistent theory, Schneider v. Davis, 194 Md. 316, 71 A.2d 32, and it does 
not appear that any request for permission to amend was made in the 
lower court. Moreover, without passing upon the merits of the points 
raised in the appellee’s brief, we may note that the appellees assert that 
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appellant sustained no damage by reason of his belief that City Motor 
Company was a body corporate rather than an association and that the 
real cause of the loss was the breach of contract by the persons doing 
business in that name, who failed to deliver “certificates of origin” on two 
automobiles purchased by them with the proceeds of the loan. Ordinarily, 
incorporation is a method of limiting liability and it is difficult to see how 
the mere fact that they represented themselves to be stockholders rather 
than partners could have caused the loss. The appellees further contend 
that the check was intended for the persons with whom he dealt and 
invoke the so-called impostor rule. They further contend that Levin 
would be precluded from setting up the want of authority in the indorsees 
to accept the check made payable to the nonexistent corporation by 
reason of his lack of diligence in ascertaining the fact that City Motor 
Company had not been incorporated and because of his delay of more 
than two and one-half years in proceeding against the collecting banks 
and his failure to make claim until after he had pursued a remedy in 
equity against the persons named and had obtained a recovery of some 
$800 from them. Under all the circumstances we think the judgment 
of the trial court should be affirmed. 
Judgment affirmed with costs. 


Statute Requiring Depositor to Report Forgeries 
Within Sixty Days Constitutional 


Overlake Homes, Inc. brought an action against Seattle First 
National Bank to recover for monies paid out of its account on 
forged signatures. During the period from July 11, 1956 to 
June 18, 1959 the bank charged forty-two checks to its de- 
positor’s account on which one of the two required signatures 
had been forged. On December 1, 1959 the depositor dis- 
covered the forgeries and demanded restoration of the aggre- 
gate sum which had been paid out on the checks bearing the 
forged signatures. Upon the bank’s refusal to recredit this 
sum to its depositor’s account this action was commenced. 

The lower court granted the bank's action to dismiss on the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 551. 
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ground that the depositor had failed to comply with a Washing- 
ton statute which provides that a bank shall not be liable to a 
depositor for the payment of a forged check unless within sixty 
days after the return to the depositor of the voucher of such 
payment the depositor shall notify the bank of the forgery. 


The depositor argued on appeal that the statute deprived 
it of its property without due process of law because it departed 
arbitrarily from the rule which prevailed at common law which 
prohibited a bank from urging the depositor’s delay in report- 
ing a forgery if the bank itself had been negligent. The court 
affirmed the judgment of dismissal stating that no person has a 
vested interest in a rule of common law, and holding that the 
legislature had properly acted within the scope of its police 
power in giving the bank absolute protection after 60 days 
even though it has been negligent. Overlake Homes, Inc. v. 
Seattle-First National Bank, Supreme Court of Washington, 
360 P.2d 570. The opinion of the court follows: 


ROSELLINI, J.—This is an action by a depositor to recover money 
which the defendant bank paid out on checks bearing allegedly forged 
signatures and charged against the plaintiffs account. The complaint 
was dismissed on motion of the defendant. 

According to the allegations of the complaint, the plaintiff, a corpora- 
tion, maintained at the Mercer Island Branch of the defendant or its 
predecessor, Washington State Bank, a commercial checking account 
subject to withdrawal only upon presentment of checks bearing the sig- 
natures of any two of its officers, all of whose signatures were furnished 
the bank on one of its signature cards. 

During the period from July 11, 1956, to June 18, 1959, there were 
charged to the plaintiffs account some forty-two checks in the aggregate 
amount of $13,365.88, which bore the signature of W. H. Brokaw and the 
forged signature of either Roy C. Allen or William W. Renton, Jr. At all 
times material to this action, Brokaw was the president or secretary- 
treasurer of the plaintiff corporation. Allen and Renton were also officers. 
By affidavit, Brokaw declared that the proceeds of the checks were used 
for the benefit of the plaintiff corporation. For purposes of the motion 
to dismiss, this allegation was deemed denied. 

The defendant mailed monthly statements, with cancelled checks, 
to the plaintiff at its registered address, which happened also to be the 
address of Brokaw, who received the statements. It was alleged that the 
plaintiff did not discover the forgeries until on or about December 1, 
1959, at which time it notified the defendant of the forgeries and de- 
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manded restoration of the aggregate sum paid out on the checks con- 
taining allegedly forged signatures which had been charged against its 
account. Upon the refusal of the defendant bank to repay or credit 
this sum to the plaintiffs account, this action was commenced. The de- 
fendant moved to dismiss, on the ground that the plaintiff had failed to 
comply with the requirements of RCW 30.16.020, which provides: 


“No bank or trust company shall be liable to a depositor for 
the payment by said corporation of a forged or raised check, 
unless within sixty days after the return to the depositor of the 
voucher of such payment, such depositor shall notify said corpora- 
tion that the check so paid was raised or forged. [1955, c 33...]” 


This motion was granted, and the plaintiff has appealed, contending 
that, as applied to it, the provision is unconstitutional. 

As we understand the plaintiffs argument, it is based upon a theory 
that the statute amounts to a deprivation of property without due pro- 
cess of law, because it departs arbitrarily from the rule which prevailed 
at common law. Under that rule, as the plaintiff points out, a bank 
was not entitled to charge against the account of one of its depositors, 
sums which it had paid out on a forged check, unless the depositor had 
failed to report the forgery to the bank within a reasonable time after 
he had discovered it, or should have discovered it, in the exercise of 
reasonable care, in which event the bank could recover from the de- 
positor any damages which it had suffered as a result of the depositor’s 
negligence. If the bank was itself negligent, however, this recovery was 
not allowed. 

It will be seen that the legislature, in enacting the above statute, 
prescribed a time limit, within which the depositor must examine his 
vouchers and determine whether they are in order, and, if there has 
been a forgery, report it to the bank. After that period of time has 
elapsed, the depositor cannot recover, even though the bank has been 
negligent. 

The question is, was the enactment of this statute a proper exercise 
of the police power? 

It is well settled that, inasmuch as banks are indispensable agencies 
through which the industry, trade, and commerce of all civilized coun- 
tries and communities are carried on, the business which they transact, 
though for private profit, is of a preeminently public nature, and is there- 
fore universally recognized as a proper subject of legislative regulation 
under the police power of the state. Many cases so holding are cited 
in 7 Am.Jur. 30, § 9, and 9 C.J.S. Banks and Banking § 4, p. 32. The 
principle was recognized by this court in Raynor v. Scandinavian- 
American Bank, 122 Wash. 150, 210 P. 499, 25 A.L.R. 716. As a con- 
sequence of the fact that the banking business is subject to the police 
power, the rights of all persons having a direct contact with that business 
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may be altered and changed in a reasonable manner. In re Mechanics 
Trust Co., 1935, 119 N.J.Eq. 141, 181 A. 423; State ex rel. Zimmerman et 
al. v. Gibbes, 1933, 171 S.C. 209, 172 S.E. 130. 

Other applicable and fundamental principles are that the state con- 
stitution is not a grant, but a restriction on the law-making power, and 
the power of the legislature to enact all reasonable laws is unrestrained 
except where, either expressly or by fair inference, it is prohibited by 
the state and federal constitutions. Where the validity of a statute is 
assailed, there is a presumption of the constitutionality of the legislative 
enactment, unless its repugnancy to the constitution clearly appears or 
is made to appear beyond a reasonable doubt. Where possible, it will 
be presumed that the legislature has affirmatively determined any special 
facts requisite to the validity of the enactment, even though no legisla- 
tive finding of fact appears in the statute. Clark v. Dwyer, Wash., 353 
P.2d 941, and cases cited therein. 

It is also axiomatic that no person has a vested interest in any rule 
of the common law. Shea v. Olson, 185 Wash. 143, 53 P.2d 615, 111 
A.L.R. 998. The statute here was in effect when the plaintiff opened its 
account and deposited its funds with the defendant’s predecessor bank, 
and it contracted with the bank subject to the terms of the act. MclIlvaine 
v. City National Bank & Trust Co. of Chicago, 1942, 314 Ill.App. 496, 
42 N.E.2d 93. That act did not deprive the plaintiff of any right which 
it hitherto had, and it was well within the power of the legislature to 
change the common law. As the supreme court of the United States 
said, in the opinion of Mr. Justice Waite, in Munn v. State of Illinois, 
94 U.S. 113, 24 L.Ed. 77, 


“,.. A person has no property, no vested interest, in any rule of 
the common law. That is only one of the forms of municipal law, 
and is no more sacred than any other. Rights of property which 
have been created by the common law cannot be taken away with- 
out due process; but the law itself, as a rule of conduct, may be 
changed at the will, or even at the whim, of the legislature, unless 
prevented by constitutional limitations. Indeed, the great office 
of statutes is to remedy defects in the common law as they are de- 
veloped, and to adapt it to the changes of time and circum- 


” 


stances... . 


It must be presumed that the legislature determined that to promote 
the orderly and efficient conduct of the banking business, the duties of 
depositors, and the liabilities of banks should be defined more specifically 
than they were at common law. Although the plaintiff insists that under 
certain circumstances the sixty-day limitation could be harsh and un- 
reasonable, it has not suggested what those circumstances might be. 
Certainly, in the plaintiffs case, the law does not operate unjustly. Al- 
though the alleged forgeries continued for a period of three years, and 
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the vouchers were sent to the office of the company, where its officers 
presumably had every opportunity to examine them, evidently no exam- 
ination was made until five months after the last forgery. The plaintiff 
offers no explanation for this failure, and it is difficult to conceive that, 
even under the common-law rule, a trier of the facts would find the 
plaintiff free of negligence. ; 

We conclude that the statute, RCW 30.16.020, was enacted in the 
proper exercise of the police power, and did not deprive the plain- 
tiff of any property or other right. Since its provisions were not com- 
plied with in this instance, the action was properly dismissed. 

The judgment is affirmed. 

MALLERY, OTT, WEAVER and HUNTER, JJ., concur. 





Discretion of Comptroller of Currency in 
Approving Establishment of Branch Bank 
Unreviewable 


Community National Bank of Pontiac challenged the ap- 
proval by the United States Comptroller of the Currency of an 
application by Manufacturers National Bank of Detroit for the 
establishment of a branch bank. Under 12 U.S.C.A. § 36 two 
requirements must be satisfied before a branch bank may be 
established. First, approval of the Comptroller must be 
obtained, and second, the establishment and operation of 
the branch must be authorized to state banks by a state 
statute. Community National Bank took the position that 
the approval had been granted contrary to the requirements 
of Section 36, and in its suit to compel revocation of the ap- 
proval, sought by motion to compel the Comptroller to produce 
any reports made to him relating to the branch as well as all 
writings in the Comptroller’s posession relating to any survey 
and examination made in connection with the establishment of 
the branch. 

The court denied the motion holding that the Comptroller 
had an exclusive and non-reviewable power of discretion in 


NOTE —For similar decisions see B. L. J. Digest (Fifth Edition) § 121. 
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determining whether or not to approve the establishment of 
branch banks and that the court was without jurisdiction to re- 
view the Comptroller's action. The court added that if it had 
jurisdiction, a limited production of the desired documents 
would not be barred by any established principle of privilege. 
Community National Bank of Pontiac v. Gidney, United States 
District Court, E.D. Michigan, 192 F.Supp. 514. The opinion 
of the court follows: 


FREEMAN, D.J.—This motion for production of documents arises 
out of an action by the plaintiff, Community National Bank of Pontiac, 
v. the United States Comptroller of the Currency (hereinafter referred 
to as the “Comptroller” ) and the defendant bank, Manufacturers National 
Bank of Detroit. 

The essential allegations in the complaint are that the Comptroller, 
on or about August 3, 1959, approved an appplication by the defendant 
bank for permission to establish a branch bank in Bloomfield Township, 
Oakland County, Michigan; that such approval was unauthorized by 
law and not in accord with the requirements of 12 U.S.C.A. § 36(c) in 
that the area in which the branch was established did not constitute a 
“Village” within the meaning of M.S.A. § 23.762, Comp.Laws 1948, 
§ 487.34, and was further unauthorized by law in that there was no 
necessity for such branch at the chosen location; and that plaintiff has 
been and is being injured by the establishment and operation of such 
branch. 

The principal relief sought is in the nature of an injunction requiring 
the Comptroller to revoke his approval of the branch and enjoining the 
defendant bank from further operating such branch. 

In connection with its discovery, plaintiff now requests of the Comp- 
troller the production of the following two items: 


1. Any reports relating to the branch bank in issue made to 
the Comptroller by a National Examiner or other designated 
persons; 

2. Any notice, work papers or other writings in the files of 
the Comptroller relating to any survey and examination made 
in connection with the establishment of such branch. 


In opposition to the motion, the defendants allege that the requested 
documents are not relevant to any issue in this action and that, even 
if relevant, such documents are privileged and not subject to a motion 
for production. 

None of the issues raised by this motion were determined by the order 
of March 18, 1960, entered by Chief Judge Levin, nor did such order in 
any way preclude a determination of such issues by this court. 
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Relevancy 


The establishment of branch banks by a national banking association 
is governed by 12 U.S.C.A. § 36(c), which provides in pertinent part: 


“The conditions upon which a national banking association 
may retain or establish and operate a branch or branches are the 
following: 

co ° o a oa = 

“(c) A national banking association may, with the approval 
of the Comptroller of the Currency, establish and operate new 
branches: . . . (2) at any point within the State in which said as- 
sociation is situated, if such establishment and operation are at 
the time authorized to State banks by the statute law of the State 
in question by language specifically granting such authority . . . 
and subject to the restrictions as to location imposed by the law of 
the State on State banks.” 


It is clear from the quoted portion of the statute that the following 
two requirements must be satisfied before a branch bank may be estab- 
lished: 


1. Approcal of the Comptroller must be obtained; 


2. The establishment and operation of the branch must be 
authorized to State banks by a State statute. 


With respect to the second requirement above, the applicable 
Michigan statute, M.S.A. § 23.762, provides in pertinent part: 


“Any bank . .. may .. . establish and operate a branch or 
branches within a village or city other than that in which it was 
originally chartered: Provided, That the village or city in which it 
is proposed to establish and operate a branch is located in the same 
county in which the parent bank has its principal office or, if not 
in said county, then within 25 miles of said parent bank. . . .” 


On the basis of the complaint and these two statutes, plaintiff con- 
tends that the two issues before the court are: 


1. Whether the Comptroller abused his discretion in author- 
izing the branch; 

2. Whether the branch is located in a village, as defined by 
Michigan law. 


Plaintiff further contends that the requested documents are relevant 
to both of these issues. 

It is the contention of the defendants that the first alleged issue is 
not properly before the court because this court lacks jurisdiction to 
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review agency action which, by law, is committed to agency discretion; 
and that the requested documents are not relevant to the second issue 
above. 

Although the complaint does not allege abuse of discretion, but only 
alleges a lack of “necessity” for the establishment of the branch, this court, 
interpreting the complaint liberally, will proceed on the basis of an 
alleged abuse of discretion, especially in view of the fact that the Comp- 
troller in his briefs and oral arguments also construed the complaint as 
alleging abuse of discretion. 

The documents which are the subject of this motion clearly would 
be relevant to the first issue contended for by plaintiff. The precise 
questions before the court, therefore, are: 


1. Does this court have jurisdiction to determine whether the 
Comptroller abused his discretion? 

2. Are the documents relevant to the issue of whether or not the 
branch was located in a “village”? 




















Judicial review of agency action is governed by § 10 of the Ad- 
ministrative Procedure Act, 5 U.S.C.A. § 1009. That section provides 
in pertinent part as follows: 


“Except so far as (1) statutes preclude judicial review or (2) 
agency action is by law committed to agency discretion. 


“(a) Any person suffering legal wrong because of any agency 
action, or adversely affected or aggrieved by such action within 
the meaning of any relevant statute, shall be entitled to judicial re- 


view thereof. 
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“(e) So far as necessary to decision and where presented the 
reviewing court shall... (B) hold unlawful and set aside agency 
action, findings, and conclusions found to be (1) arbitrary, ca- 
pricious, an abuse of discretion, or otherwise not in accordance 
with law... .” 


(Emphasis supplied). 





In the case of Luckenbach S. S. Co. v. United States, D.C.Del.1959, 
179 F.Supp. 605, 608, this section was analyzed by the court as follows: 


“The wording of the Administrative Procedure Act apparently 
makes no change in the law of reviewability. Section 10 is so 
worded that it is obvious that the introductory clause modifies each 
of the subsections. Thus agency action is left unreviewable if the 
statute precludes review, or to the extent agency action is by law 
committed to agency discretion. These two reasons were the only 
ones precluding review of administrative action by the court be- 
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fore the Administrative Procedure Act was enacted and the word- 
ing of the Act has brought about no change.” 


This court is in accord with the analysis in the Luckenbach case and 
and is of the opinion that it is evident from the clear language of this 
section that although agency action may ordinarily be reviewed by the 
courts as to arbitrariness, capriciousness or abuse of discretion, there is 
no jurisdiction to review agency action when statutes preclude review or 
when agency action is by law committed to agency discretion. It, 
therefore, appears that if the agency action in the present case is by 
law committed to the discretion of the Comptroller, such action is not re- 
viewable—even for arbitrariness or abuse of discretion. Luckenbach S. 
S. Co. v. United States, supra. See also: United States v. Cottman Co., 
4 Cir., 190 F.2d 805; Homovich v. Chapman, 89 U.S.App.D.C. 150, 191 
F.2d 761; National Labor Relations Board v. Guy F. Atkinson Co., 9 
Cir., 195 F.2d 141. 


The crucial issue before the court, therefore, is whether Congress in- 
tended to commit the approval of proposed branch banks, pursuant to 
12 U.S.C.A. § 36(c), to the non-reviewable discretion of the Comptroller. 

In Heikkila v. Barber, 1953, 345 U.S. 229, 73 S.Ct. 603, 97 L.Ed. 972, 
the Supreme Court was faced with the question of whether administra- 
tive decisions made under the Immigration Act of 1917 were subject 
to the provisions of § 1009 of 5 U.S.C.A. The Court there said, 345 
U.S. at page 233, 73 S.Ct. at page 605: 


“No easy answer is found in our decisions on the subject. 
Each statute in question must be examined individually; its pur- 
pose and history as well as its text are to be considered in deciding 
whether the courts were intended to provide relief for those ag- 
grieved by administrative action.” 


After an examination of the history and purpose of the Act in issue, 
the Court in the Heikkila case held that the Administrative Procedure 
Act did not grant judicial review of agency action, pursuant to the Im- 
migration Act of 1917. 

In the absence of any cases deciding the question before the court in 
the present case, it is necessary to examine the purpose and history of 
the statute, 12 U.S.C.A. § 36(c), which requires approval by the Comp- 
troller before a new branch bank can be established. 

Adjudicated cases involving the power of the Comptroller generally 
indicate that Congress intended to place in the hands of the Comptroller 
almost complete control over many aspects of banking. 

In First National Bank of Capitol Hill v. Murray, 8 Cir., 1914, 212 
F. 140, the Comptroller had refused permission to a National Bank to 
change the location of its banking office, pursuant to a statute which pro- 
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vided that a National Bank could move with the approval of the Comp- 
troller. The Bank contended that the Comptroller had no discretion to 
disapprove the change and it made the move without the Comptroller’s 
approval. In a suit to forfeit its charter for violation of law, the Court 
stated, at page 142: 


“Extensive powers of control and visitation have been con- 
fided to the Comptroller of the Currency, and his acts within the 
law are not subject to review by the courts. The above provisions 
of the acts of Congress were intended to secure uniformity, effi- 
ciency, and safety in the conduct of the business authorized and 
they should be construed in the light of that purpose.” 


In the case of Liberty National Bank of South Carolina at Columbia 
v. McIntosh, 4 Cir., 1927, 16 F.2d 906, 909, involving the power of the 
Comptroller to liquidate National Banks and to appoint receivers, the 
court used the following language: 


“Ample authority will be found to make clear the purposes of 
the National Banking Act, and to fully and clearly show the power 
and authority of those charged with its administration, especially 
that of the Comptroller of the Currency. His jurisdiction in respect 
to all matters properly within his discretion is exclusive, and he is 
in respect thereto in no manner amenable to any court, nor is his 
action subject to review therein. 

“*The receiver is the instrument of the Comptroller. He is ap- 
pointed by the Comptroller, and the power of appointment carries 
with it the power of removal. It is for the Comptroller to decide 
when it is necessary to institute proceedings against the stock- 
holders to enforce their personal liability, and whether the whole or 
a part, and if only a part, how much, shall be collected. These 
questions are referred to his judgment and discretion, and his de- 
termination is conclusive. The stockholders cannot controvert it. 
It is not to be questioned in the litigation that may ensue. He may 
make it at such time as he may deem proper, and upon such data 
as shall be satisfactory to him.’ Mr. Justice Swayne in Kennedy 
v. Gibson, 75 U.S. (8 Wall.) 505, 19 L.Ed. 476.” 


To the same effect is Davis, Administrative Law Treatise, Vol. 1, sec. 
4.04, p. 247: 


“Probably the outstanding example in the federal government 
of regulation of an entire industry through methods of super- 
vision, and almost entirely without formal adjudication, is the 
regulation of national banks. The regulation of banking may be 
more intensive than the regulation of any other industry, and it is 
the oldest system of economic regulation. The system may be one 
of the most successful, if not the most successful. The regulation 
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extends to all major steps in the establishment and development 
of a national bank, including not only entry into the business, 
changes in status, consolidations, reorganizations, but also the most 
intensive supervision of operations through regular examination 


of banks.” 


And, on p. 251: 


“The critical process in the federal control of banking is the 
supervising power, not adjudication or rule making. The super- 
vising power is not and probably cannot be surrounded by pro- 
cedural safeguards in formal hearings, and it is largely immune 
from the check of judicial review. Freedom from arbitrary or 
unfair administrative action must depend upon factors other than 
formal procedures or judicial review.” 


The case most analogous to the case at bar is First National Bank of 
McKeesport v. First Federal Savings & Loan Association, 1955, 96 U.S. 
App.D.C. 194, 225 F.2d 33. In that case an action was brought by several 
banks against the Federal Home Loan Bank Board and two Federal 
Savings and Loan Associations seeking a declaration that the granting 
of permission for and the establishment of branch banks was illegal. In 
upholding the power of the Board to grant permission for the establish- 


ment of branches without a hearing, the Court stated, 225 F.2d at page 36: 


“What we have said disposes of these cases and we, therefore, 
are not bound to consider the question of appellant’s standing. 
We merely call attention to the fact that, since authority to permit 
establishment of a branch is clearly committed to agency discretion, 
the matter is disposed of automatically by Section 10 of the Admini- 
strative Procedure Act, 5 U.S.C.A. § 1009.” 


The statute at issue in the present case, 12 U.S.C.A. § 36(c), is silent 
about judicial review. It simply recites that branches may be established 
“with the approval” of the Comptroller. Congress did not lay down any 
standards by which the propriety of approval or disapproval pursuant 
to such statute could be determined. 

It is also evident that the Comptroller operates in an area extremely 
important to finance and to the national economy. In passing on branch 
bank applications, the Comptroller must necessarily utilize his great expert 
knowledge and consider questions of policy, as well as of fact, with respect 
to the interest of the public; coordination with other federal and state 
supervisory agencies; and banking conditions in general. 

In view of the above cases and considerations, and especially in view 
of the failure of Congress to provide any standards by which this court 
could determine whether the exercise of discretion by the Comptroller 
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was “reasonable” or whether it was “arbitrary”, this court is of the opinion 
that Congress intended that the Comptroller have an exclusive and un- 
reviewable power of discretion in determining whether or not to approve 
the establishment of branch banks pursuant to 12 U.S.C.A. § 36(c). The 
court, therefore, is further of the opinion that the discretion provided 
for in 12 U.S.C.A. § 36(c) comes within the second exception to Section 
10 of the Administrative Procedure Act and that this court is without 
jurisdiction to review the action of the Comptroller in the present case. 

Turning to the second question, which deals with the relevancy of 
the documents to the issue of whether or not the branch was located in 
a “village”, this court is of the opinion that regardless of their relevancy, 
plaintiff has failed to show good cause as required by Rule 34, 28 U.S.C.A. 


Privilege 

Although the conclusions reached above make a discussion of the 
question of privilege unnecessary, this court desires to comment on this 
question in view of the arguments and briefs by counsel directed to such 
question. 

It is evident that the instant case does not involve any of the well 
established common law grounds for claiming privilege such as military 
secrets, identity of informers, or privileged relationships, nor does the 
Comptroller claim any statutory privilege. 

In support of his claim of privilege, the Comptroller has cited several 
cases upholding claims of “executive privilege”. These cases grant privi- 
lege on the basis of public policy and fall into two general categories: 

(1) Those cases indicating a concern for the potential harm done to 
banking institutions if their internal affairs are made public to competitors 
and to the general public. Bank of America National Trust & Savings 
Association v. Douglas, 1939, 70 App.D.C. 221, 105 F.2d 100, 123 A.L. 
R. 1266; Overby v. United States Fidelity & Guaranty Co., 5 Cir., 1955, 
224 F.2d 158. 

(2) Those cases emphasizing the inviolability of the “internal work- 
ings” of an administrative agency. United States v. Morgan, 1941, 313 
U.S. 409, 61 S.Ct. 999, 85 L.Ed. 1429; Kaiser Aluminum & Chemical Corp. 
v. United States, 1958, 157 F.Supp. 939, 141 Ct.Cl. 38. 


Since the plaintiff in the present case has stated in oral argument that 
it is not interested in any parts of the documents involving the affairs of 
other banking institutions, the doctrine pronounced by the first category 
of cases is not applicable to the present case. 

The cases cited by the Comptroller falling within the second category 
above also are not applicable to the facts and issues in the present case 
principally because it would be anomalous to permit a plaintiff to attack 
the discretionary act of the Comptroller because of alleged abuse of dis- 
cretion and arbitrariness and at the same time prevent such plaintiff from 
discovering the basis for the Comptroller's action. 





620 THE BANKING LAW JOURNAL 


The court is, therefore, of the opinion that a limited production of the 
documents in issue would not be barred by any established principle of 
privilege if the issue of abuse of discretion were properly before the court. 


Pursuant to the conclusions reached in the first part of this opinion, 
the motion for production of documents must be denied. 


An appropriate Order may be submitted. 


GOVERNMENT CONFUSION AGAIN: THE PHILADELPHIA 
BANK MERGER CASE 


One of the most important cases in the history of American 
banking may be under way with the attempt of the United 
States Department of Justice in a Philadelphia Federal District 
Court to stop the merger of Philadelphia National Bank and 
Girard Trust Corn Exchange Bank and thus forestall the organi- 


zation of what would be by far the largest bank in the City of 
Brotherly Love. The case represents a striking example of 
governmental confusion with the left-hand not knowing what 
the right-hand is doing and vice versa, since the merger had 
been approved by the Comptroller of the Currency despite ob- 
jections of the Justice Department. Dsepite the Comptroller's 
approval, the Justice Department has seen fit to act. 

No opinion is expressed here as to whether the recent trend 
toward very large metropolitan banking institutions is or is not 
good for banking. What is open to acid comment is the fact 
that different departments of the Government seem unable to 
act with a unified mind to decide whether a particular bank 
amalgamation should be allowed. This is not the first time that 
different arms of the Government have taken inconsistent posi- 
tions in the same banking matter. One might refer back to a 
period more than 10 years ago when apparently inconsistent 
positions in the same matter were taken by the Board of Gover- 
nors of the Federal Reserve System and the Comptroller of the 
Currency. The burning issue of that time was the future de- 
velopment of Bank of America National Trust and Savings 
Association and Transamerica Corporation which allegedly con- 
trolled Bank of America much to the displeasure of The Federal 
Reserve System. 





BANK MERGER CASE 


One aspect of the long struggle involved acquisition by the 
Bank of America of the stock of several small California banks 
with a view to merging the acquired banks into Bank of Ameri- 
ca and operating the acquired banking offices as branches of 
the multi-branch Bank of America empire. The Comptroller of 
the Currency had approved the application of Bank of America 
to operate the branches in question. Notwithstanding such ap- 
proval, the Board of Governors suddenly stepped into the picture 
on the ground that Bank of America was in violation of the Clay- 
ton Anti-trust Act. The Board not only successfully blocked the 
merger, but even succeeded in having certain of the principals 
involved held in civil contempt of court for going ahead with 
their plans in reliance on the Comptroller's approval. 

The present litigation in Pennsylvania recalls the prior liti- 
gation in California as another example of confusion of the 
great multiple armed Government. Anyone wishing to re- 
view the California cases might examine Board of Governors v. 
Transamerica Corp. (1950) 184 Fed. (2d) $11; In re Trans- 
america Corp. (1950) 184 Fed. (2d) 319; Board of Governors 
v. Transamerica Corp. (1950) 184 Fed. (2d) 326. For final out- 
come of the Transamerica controversy see Transamerica Corp. v. 
Board of Governors (1953) 206 Fed. (2d) 163, decided by a 
different United States Court of Appeals. Certorari was denied 


by the Supreme Court in all the above cases. 
How long will banking remain subject to governmental con- 
fusion and inconsistency? 





BANKING BRIEFS 


Digest of current decisions and reports 


in the field of commercial banking 


Subpoenas Directing Banks to Produce Records in 
Extradition Proceeding Quashed 


First National City Bank of New York v. Aristeguieta, United States Court of Appeals, 
Second Circuit, 287 F. 2d 219 


In extradition proceeding brought by Venezuela, subpoenas direct- 
ing banks to produce certain specified records to enable Venezuela to 
procure evidence as to the amount the accused had on deposit were 
quashed inasmuch as such evidence was not necessary to proof of prima 
facie extradition case. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 1346.3. 


Petition to Set Aside Election of Directors of National Bank Dismissed 
Stone v. Auslander, New York Supreme Court, Nassau County, 212.N. Y. Supp. 2d 777 


Where minority shareholder of national bank sought to set aside 
election of directors on ground that number of directors had been re- 
duced in bad faith from fourteen to seven in order to nullify cumulative 
voting guaranteed by The National Bank Act, the court held that the 
power granted it under the New York General Corporate Law to re- 
view corporate elections applied to national banks, but it dismissed the 
petition because majority shareholders had not acted illegally. For 
similar decisions, see B.L.J. Digest (Fifth Edition) § 119. 


Bank Not Liable For Refusal to Pay Cashier’s Check 


Preston v. First State Bank of Amarillo, Court of Civil Appeals 
of Texas, 344 S.W. 2d 724 
Creditor who took cashier’s check in payment of gambling debt was 
not a holder in due course thereof, and his suit against the issuing bank 
for non-payment of the cashier's check was dismissed. For similar de- 
cisions, see B.L.J. Digest (Fifth Edition) § 281. 


622 





BANKING BRIEFS 


Attorneys’ Fee of Stipulated Percentage After Allowance of Offset 
Recoverable Without Proof of Reasonableness 
Southwest American Life Insurance Company v. Dunn, Court of 
Civil Appeals of Texas, 344 S.W. 2d 948 

Maker of note allowed to offset against assignee of his note amount 
due on note executed by assignor to order of maker, and after allowance 
of offset assignee entitled to attorneys’ fee of stipulated percentage with- 
out proof of its reasonableness. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 111. 


Makers Not Liable on Note Payable From Particular Fund 
Which Does Not Become Available 
Marina Apts., Inc. v. Bloch, District Court of Appeal of Florida, 
Third District, 128 So. 2d 615 

Where note was payable from proceeds of mortgage loan in the event 
building was constructed, answer stated valid defense that makers were 
not liable to payee on note on ground that note was payable only from a 
particular fund which never became available for reasons not attributable 
to the makers. For similar decisions see B.L.J. Digest (Fifth Edition) 
§ 1208. 
8 


Addition of Abbreviation “Pres” to Endorser’s and Guarantor’s 
Signature Did Not Exempt Him From Liability 


Gross v. Lamme, Supreme Court of Nevada, 361 P. 2d 114 


Contracts of endorsement and guaranty are separate and distinct 
obligations from obligation contained in note itself, and addition of 
abbreviation, “Pres.” to endorser’s and guarantor’s signature without dis- 
closure of name of principal did not exempt endorser or guarantor from 
personal liability where front of note disclosed principal to be maker of 
note. For similar decisions see B.L.J. Digest (Fifth Edition) § 674. 





STATE BANKING 
LEGISLATION 


While some legislatures have closed shop for the year, others are 
still going and quite a bit of legislation of interest to bankers is coming 
through. Space limitations permit only listing of certain legislative 
items here; others will be described in subsequent issues of The Bank- 
ing Law Journal. 


ALASKA: A bank holding company is subjected to the same exami- 
nation requirements as are banks under S.B. 26. 

Two tax laws of interest are H.B. 40 which increases the net income 
tax on individuals, fiduciaries and banks required to file a Federal re- 
turn from 14% to 16% of the Federal tax deducted and withheld and 
H.B. 74 which exempts banks from the net income tax. 


ARIZONA: Two laws relate to personal instalment credit. S.B. 108 
governs revolving credit check loans by banks. Such loans in Arizona 
may not exceed $3,500 at 1% per month interest on unpaid balances 
with certain other charges authorized. Monthly payments of at least 
1/24 of loan balances are required. This statute would permit a bank by 
prearrangement to permit a customer to draw checks up to the maximum 
amount in excess of his balance with the bank. New Jersey, New York 
and Virginia have statutes regulating “check loans” by banks. The 
other enactment, S.B. 119, is a retail instalment sales law applicable to 
time sales of motor vehicles which requires the licensing of sales finance 
companies and prescribes the form of retail instalment contract. Rates 
may not exceed $8 per $100 per year on new automobiles and $12 on 
older automobiles, with certain additional charges authorized. 


COLORADO: A revision of the laws governing industrial banks was 
enacted as H.B. 329. The enactment permits such banks to make such 
investments as fiduciaries may make, permits the sale of money orders 
by such banks without regard to statutes regulating the sale of money 
orders by non-bank organizations, changes capital requirements, limits 
interest paid on savings accounts and permits conversion of an industrial 
bank to a state bank. 

The chattel mortgage laws were broadened in S.B. 168 to permit 
chattel mortgages on after-acquired property and to secure future ad- 
vances. Annual filing or re-filing is required. 

S.B. 170 enacts a new bulk sales law which requires the seller and 
buyer in bulk to execute a “notice of transfer” which would list the 
seller's creditors. A copy of the “notice of transfer” shall be mailed to 
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each creditor listed and there are also requirements of publication and 
posting. Non-compliance will subject the buyer to possible liability to 
any injured creditor. 

Various banking law changes are made in H.B. 322 and H.B. 330 for 
purposes of clarification. Among other things, banks are permitted to 
act as escrow agents and the aggregate limit of construction loans is 
raised. 

The Uniform Gifts to Minors Act is enacted as H.B. 222 and applies 
to banks and to savings and loan associations. 


CONNECTICUT: A substantial amount of credit union legislation 
is summarized here: Public Act 127 permits credit unions to hold real 
estate for office purposes. Public Acts 196 and 211 raise from $500 to 
$750 the maximum limit of unsecured loans, while Public Act 204 extends 
from 3 to 5 years the maximum term of credit union loans. Acts 52 and 
53 permit dividends at not over 6% on a semi-annual basis. 

Control methods over credit union operations might be eased under 
Public Act 167 which removes a requirement that checks over $500 be 
signed by more than one authorized officer and by Public Act 49 which 
permits a C.P.A. audit in lieu of supervisory examination. Public Acts 
146 and 152 permit conversion from Federal to state charter and vice 
versa. These various enactments are additional examples of the in- 
increasing trend in many states to give credit unions the attributes of 
banks and to weaken supervisory control. 

Savings and loans are also given what might be a strong competitive 
boost in Public Act 123 which permits such insitutions to collect public 
utility bills. 

Various amendments to the Uniform Commercial Code and con- 
forming amendments to other statutes were enacted as Public Act 116. 
The Code itself becomes effective in Connecticut on October 1, 1961. 

The recent severe winter in the Eastern states was given legislative 
recognition in Public Act 97 which permits the Governor to proclaim 
emergency bank holidays due to extreme weather conditions. 


IOWA: Book entries, including entries made by electronic means 
and interpretations of such entries are made competent evidence under 
S.B. 202. This enactment would probably apply where it might be 
desirable to introduce in evidence an encoded check or other material 
relating to automated check collections. 

Iowa also in H.B. 536 follows the example of some other states in 
regulating the sale by persons other than banks of checks or money 
orders. 


KANSAS: The Sunflower State boosts the credit union movement in 
H.B. 448 which permits a Federal credit union or a credit union of an- 
other state to convert into a Kansas chartered credit union. 
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H.B. 435 raises capital requirements of banks in larger communities. 

A statute regulating various aspects of insurance on property which 
may be required in connection with real estate loans is enacted as S.B. 
389. This enactment prohibits any insurance charges to the borrower 
except the premium paid to the insurer. 


MAINE: Another enactment regulating credit life and accident and 
health insurance is H.B. 870. Credit insurance may not exceed the in- 
debtedness outstanding except in connection with agricultural or edu- 
cational credit, in which case such insurance may not exceed the amount 
of loan commitment. The rates are not regulated, but policy forms and 
rates must be filed with supervisory authorities. Charges to the borrower 
may not exceed the premium rates. The term of such a policy may not 
extend 15 days beyond maturity. The new law includes an “anti- 
coercion” provision. 


‘MARYLAND: Chapter 333 extends to the entire state optional Satur- 
day closing of banking institutions. 

It is specifically provided in Chapter 853 that failure of the mortgagee 
who collects estimated real estate tax payments in addition to periodic 
mortgage payments to pay when due real estate taxes on the mortgaged 
property will subject the mortgagee to liability for any interest or 


penalties charged against the property as a result of such delinquent 
payment. 


MASSACHUSETTS: H.B. 879 enacted a “deposit in trust” law 
applicable to Federal savings and loan associations and national banks 
in the state. Existing “deposit in trust” laws apply to savings banks, 
trust companies and other banking institutions. 


MINNESOTA: Miscellaneous banking law changes were enacted 
as Chapter 298. Among other things, the legislation requires trust com- 
panies having savings departments to use in their names the word “sav- 
ings.” The legislation also permits weekly averaging of required reserves, 
permits savings banks to make passbook loans and increases real estate 
loan limits on the part of savings banks. 

A tax at the rate of 55¢ per $500 of value is imposed by Chapter 647 
on instruments of conveyance including mortgages. 


NEVADA: A number of miscellaneous amendments to the savings 
and loan laws were enacted as S.B. 177. Among other things, super- 
vision is transferred from the Superintendent of Banks to a separate 
Commissioner of Savings Associations and a Savings Association Board. 
Other changes include the raising of loan limits on unimproved real 
property, permitting certain closing expenses at the inception of a loan, 
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permitting state-wide branches upon supervisory approval and removing 
the limitation on investments in office premises. In addition, associations 
insured by the Federal Savings and Loan Insurance Corporation are ac- 
corded the powers and loan limits allowed under Federal law if in excess 
of those allowed under state law. The amendments raising loan limi- 
tations might apply to banks, since mortgage loan limitations on the 
part of banks are governed to some extent by savings and loan laws. 


NEW MEXICO: Chapter 206 amends the “bad check” law to 
change the dividing line between a misdemeanor and a felony from $20 
to $50. The continuance of inflation apparently determines how long a 
person stays in jail for drawing a bad check. 

Chapter 215 removes the $3,500 limitation on bank instalment loans. 


NEW YORK: Chapter 545 clarifies existing New York law relating 
to reserves required of state banks which are not members of the Federal 
Reserve System by permitting reduction of reserve requirements for 
banks in conformity with such reductions permitted member banks in 
the same vicinity. 

Chapter 654 makes provision for continuance to the extent possible 
of banking operations during a period of acute emergency resulting 
from an enemy attack. 

Chapter 855 enacts a new business corporation law. The provisions 
probably do not apply directly to banks, but it is understood that studies 
are under way to draft a new and revised banking law for New York. 

Deposits which are dormant for 10 years and cashier's or certified 
checks not presented for 10 years, as well as certain other property not 
claimed for 10 years, become subject to the Abandoned Property Law 
requiring publication of a prescribed notice and turnover of such proper- 
ty to the state, under Chapter 932. The former holding period was 15 

ears. 

' Chapter 934 provides a procedure somewhat analogous to that in 
connection with mergers for acquisition by a holding company of all the 
stock of a bank. In effect, this enactment would enable a holding com- 
pany which has acquired control of a bank to take action to obtain all 
the remaining stock of the bank. 


OHIO: Ohio in S.B. 5 became the tenth state to adopt the Uniform 
Commercial Code, effective July 1, 1962. While the substance of the 
Ohio Code apppears to conform generally with the Uniform Act, the 
numbering and order of Ohio Commercial Code sections differ. The 
Ohio enactment provides that a note or acceptance payable at a bank 
is equivalent to a draft on the bank, that branches are separate banks 
for collection purposes whether or not there is central bookkeeping and 
the optional provision permitting direct return of an unpaid item to the 
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first collecting bank is included. In the case of secured transactions, local 
filing is required for certain loans secured by goods while other secured 
loans must be filed both locally and centrally. 

The existing Ohio “deposit in trust” law is supplemented by a new 
enactment, S.B. 63, permitting a depositor to open an account payable 
to him or upon his death to a named beneficiary. 


OREGON: Chapters 220 and 277 permit banks and savings banks 
to make certain real estate loans up to 75% of appraised value of the 
property taken as security. 

The procedure for payment by banks of deposits or other amounts 
owing deceased out-of-state depositors to out-of-state executors or ad- 
ministrators is simplified under Chapter 417. Although somewhat differ- 
ent, this enactment accords to some extent with a 1960 enactment of New 
York and with a Washington enactment reported below. 


TEXAS: The Texas Negotiable Instruments Law is amended by 
S.B. 18 to provide that a negotiable instrument payable to a fictitious 
payee is bearer paper if the fictitious character of the payee was known 
to the agent of the drawer who supplied the name of the payee although 
not known to the person who actually signed the instrument on behalf 
of the drawer. This enactment, known as the Fictitious Payee Act, or 
its Uniform Commercial Code counterpart has been enacted in 27 other 
states in addition to Texas. The provision is very desirable because the 
drawer who hires a dishonest clerk or employee should sustain any loss 
arising from checks issued at the instigation of such dishonest person. 
It would seem inequitable to require the drawee bank to bear such a loss. 


WASHINGTON: A number of miscellaneous changes to banking 
laws were enacted as Chapter 280. The changes include enactment of 
a law relating to adverse claims to bank deposits which would permit 
a bank to refuse to recognize a claim by someone other than the de- 
positor to a deposit unless the claimant obtains an appropriate court 
order or furnishes a bond of indemnity. The adverse claims law applies 
to banks and savings banks. Other amendments raise from $500 to $1,000 
the amount of a decedent’s deposit which may be paid without adminis- 
tration to the next of kin and specify a simplified procedure for payment 
of a decedent's deposit to an out-of-state executor or administrator. 
This latter provision would accord to some extent with the Oregon enact- 
ment reported above. 


THE BRANCH BANKING DILEMMA: Recent news stories dis- 
close that certain members of the Virginia Bankers Association are 
seeking legislation to authorize statewide branch banking for the Old 
Dominion. At the present time, Virginia law permits only limited area 








ocal 
ired 


new 


able 


unts 
ad- 
ffer- 


New 


| by 
‘ious 
own 
ugh 
shalf 
t, or 
ther 
. the 
loss 
rson. 
loss. 


king 
it of 
rmit 
de- 
ourt 
plies 
|,000 
inis- 
nent 
ator. 
nact- 


Old 








STATE BANKING LEGISLATION 629 
branch banking. The group favoring extension of the privilege appears 
to believe that Virginia banking is at a competitive disadvantage with 
banking in the adjoining states of Maryland and North Carolina, both 
of which permit statewide branch banking. It might also be noted that 
Virginia banks find themselves at a competitive disadvantage with sav- 
ings and loan associations since a 1960 recodification of the savings and 
loan laws there permits statewide savings and loan branching. 

Virginia is a late example of trends and pressures to extend branch 
banking. The spreading of branch banking is probably an inevitable 
example of the tendency of any kind of business to become larger, not- 
withstanding the wails of those who prefer the good old days and 
occasional sniping from anti-trust law enforcement quarters. 

Another state where there is recent pressure to permit at least some 
branch banking is Illinois, the most “anti-branch” of all states. Some 
bankers point out that many areas of Chicago outside the Loop and 
of other Illinois cities are very under-banked, because of the difficulty 
of organizing a new bank as contratsed with the relative ease of opening 
a branch of an existing bank. Some Illinois bankers are pressing for 
legislation to permit branch banking, at least in Chicago. Many bankers 
from other parts of the state are vigorously opposed; they contend that 
a change in the law, even though affecting only Chicago, will open the 
door to further changes permitting Chicago banks to absorb banks 
elsewhere in the state. 

Another state with laws (in this instance both a constitutional provi- 
sion and a provision of the banking code) prohibiting branch banking 
is Texas. Notwithstanding the prohibition, some bankers of the Lone 
Star State have pragmatically solved the question of making their banks 
convenient to more people of their communities through “chain banking.” 

“Chain banking” is defined in Munn, Encyclopedia of Banking and 
Finance as “a type of multiple office banking in which the operations 
or policies of at least three independently incorporated banks are con- 
trolled by one or more individuals. This control may be accomplished 
through stock ownership, common directors, or in any other manner 
permitted by law. Generally speaking, chain systems are built around 
a key bank that is considerably larger than the other banks in the chain.” 

“Chain banking” might be contrasted with “group banking” which 
contemplates control of several banks by a holding company. 

The objection to “chain banking” from the standpoint of anti-branch 
laws is that too much control of the chain banks or too much coordina- 
tion of operations between such banks might constitute branch banking. 
Thus, even in states where “chain banking” exists, there are bankers 
who favor ending branch prohibitions. And Texas is a good example. 
In recent years there have been efforts in Texas (so far unsuccessful) 
to remove the constitutional prohibition. 
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Alaska is an example of a recent successful effort to enlarge branch 
banking. The forty-ninth state accomplished this in 1959 by the legisla- 
tively curious means of repealing its only branch banking statute, a 
simple restrictive provision that limited branches to a 100 mile radius 
of the main office. Now Alaska has no branch banking laws, but it 
would seem that repeal of the former restrictive statute would have the 
effect of permitting statewide branching. The new 1961 Alaska Savings 
and Loan Code permits statewide branches and stationary or mobile 
agencies of “savings associations.” 

The most notable recent example of laws permitting branch expan- 
sion are the 1960 and 1961 New York Omnibus Laws which permit 
banks in New York City to open branches in adjoining counties and 
vice versa, and which also permits somewhat greater branch privileges 
on the part of savings banks and savings and loan associations. 

Will the end result some day of present trends be fifty states with 
statewide branch banking? 

It is difficult to come to a dogmatic conclusion that branch banking 
is, or is not, desirable. We are talking about fifty different states and 
fifty different situations. A bank attorney or banker interested in better 
bank laws might, however, contend that branch banking statutes of 
many states need re-drafting for purposes of clarity. Some existing 
branch laws are difficult to interpret in some practical situations. An 


extreme example of what to avoid in coverage and draftmanship is 
Alabama, which has a hodge-podge of branch banking laws relating to 
specified counties or other specified areas. Poorly drafted legislation 
might breed expensive and unnecessary litigation. 

The message here is that when branch law changes are under con- 
sideration, attention might be given to the draftsmanship of such branch 
laws. 





a a a a 


TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Insurance Proceeds Not Estate Assets for Election Purposes 


In re Shapiro, New York Surrogate’s Court, Kings County, 
145 N.Y.LJ. 16, April 19, 1961 

Decedent’s Will provided only a small bequest for his widow, and 
recited that no further provision was made for her because he had desig- 
nated her as the beneficiary of certain insurance policies on his life. In 
objection to the widow’s election to take against the Will, it was argued 
that the proceeds of the insurance policies must be included in the de- 
termination of whether the widow's interest met the requirement of 
the statute allowing her an election. Held: Proceeds of insurance 
policies are not estate assets to be considered in computing the shares 
of a surviving spouse under the statute. 


Subsequent Marriage Does Not Disqualify Witness to Will 
Berndtson v. Heuberger, Illinois Supreme Court, March 29, 1961 


Decedent’s Will was witnessed by the attorney who prepared the Will 
and another person. Subsequently, the named executrix and a devisee of 
real property married the attorney. When the Will was offered for pro- 
bate, objection was made on the ground that the marriage of the attorney 
to a legatee rendered him incompetent to testify as a witness to the 
execution of the Will. Held: There is no disqualification. The com- 
petency of a witness is to be tested in the light of facts existing at the 
time of attestation. Subsequent incompetency cannot prevent the pro- 
bate of a Will, since otherwise a testator’s intent could be defeated by 
events over which he had no control. 


Incomplete Gift Did Not Create Trust 
Estate of Yahuda, Connecticut Supreme Court of Errors, March 28, 1961 


Decedent announced her gift of a collection of books to a univer- 
sity at a large luncheon and by a newspaper release. However, no de- 
livery was made, and, at the time of her death, decedent was engaged in 
cataloguing the books in preparation for shipment to the university. Held: 
There was no gift to the university. Further, although the decedent may 
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have intended to make a gift or even had attempted to make one, she 
never regarded herself as a trustee or indicated any intention to create 
an express trust. 


Rights of Surviving Spouse Effectively Waived 


Estate of Bulova, New York Surrogate’s Court, New York County, 
145 N.Y.LJ. 16, April 28, 1961 

The claimant had entered into an agreement with her deceased 
husband under which, in return for certain payments, she waived her 
right of election against his Will and other rights as a surviving spouse. 
It was argued that the agreement stated as one of its purposes to “insure 
that they will live together in harmony and in trust in all respects,” and, 
since her husband subsequently abandoned her and refused to support 
her, there had been a breach of the agreement which made ineffective 
her ‘waiver of her rights. Held: The agreement must be upheld. The 
provision in the agreement relied upon by the claimant was “expres- 
sive only of a hopeful expectation which the parties desired to realize 
but which cannot be regarded as a material portion” of the agreement. 





Remarriage Condition Construed to Dispose of Remainder 


In re Berardini, New York Surrogate’s Court, Richmond County, 
145 N.Y.LJ. 14, April 7, 1961 

Decedent’s Will provided that his daughter should have a “life in- 
terest” in a fund of $75,000, and if she should remarry, the fund would 
become payable to her children. The residue of the estate was be- 
queathed to decedent’s three sons. The daughter died without having 
remarried, and her children claimed the remainder on the ground that 
the provision in the event of remarriage implied that they were to take 
on death as well. The surviving residuary legatee claimed the re- 
mainder on the ground that there had been no effective bequest in 
the Will. Held: Under all the circumstances, it was clearly the in- 
tention of the decedent that the daughter’s children should take the 
remainder on her death. 


Attorney’s Fees Not Allowed 
Fickle v. Scampmorte, Indiana Appeals Court, March 22, 1961 


A devisee under an alleged lost Will attempted in good faith to have 
the Will probated, but was unsuccessful. He had engaged an attorney 
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under a written contract which provided that the attorney would be 
entitled to a stated percentage of the estate actually transferred to the 
devisee. A statute provided that one who prosecutes a proceeding, 
whether successful or not, to have a Will admitted to probate, is en- 
titled to reimbursement from the estate of necessary expenses including 
reasonable attorney’s fees. Held: The devisee is not entitled to an 
allowance for attorney's fees as, under his agreement with his attorney, 
he was liable only contingently for their payment, and the contingency 
did not occur. 


Prior Will Evidence of Testamentary Capacity 
Burns v. Schmidt, Illinois Supreme Court, March 29, 1961 


Decedent executed a Will on October 8, 1956, and subsequently exe- 
cuted a Will on October 8, 1957. When the latter Will was offered for 
probate, objection was made on the ground that the testatrix lacked 
testamentary capacity. The issue centered on the effect on the testatrix 
of a stroke suffered in August 1957. The trial court refused to allow 
evidence of the earlier Will to be submitted. Held: It was error to 
refuse to admit the evidence. Where there is an earlier Will with pro- 
visions substantially the same as those in the Will offered for probate, 
and where there is no issue as to the capacity of the testatrix at the 
time of execution of the earlier Will, the previous Will is “evidence of 
the strongest character” to show that the testatrix continued to have 
testamentary capacity when the subsequent Will was executed. 











TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 


on trusts, estates and gifts. 





Survivor Taxed on Joint Property Transferred in Trust 


Estate of Julia C. Hornor v. Commissioner of Internal Revenue, 
United States Tax Court, May 24, 1961 

Decedent and her husband transferred jointly owned property in 
trust in 1935, reserving income to themselves jointly and to the survivor 
for life. On the death of the husband in 1937, the full amount of the 
property transferred was taxed in his estate on the ground that the 
trust being revocable, the joint ownership of the property, as to which 
the -husband had furnished originally all the consideration, continued to 
exist at his death. After the husband’s death, the trust became irrevoc- 
able. Held: One half of the value of the trust property on the date of 
decedent’s death is includible in her estate as a transfer with the right 
to income retained for life. The fact that all of the property was included 
in the husband’s estate did not make him the transferor of all such 


property. 


Remainder Interest Discounted by Value of Charity’s Interest 


David H. Utley, Executor v. United States, United States Court of Appeals, 
Ninth Circuit, May 5, 1961 

Decedent’s mother created a testamentary trust to pay the income 
for life to named beneficiaries, and upon the death of the last of these, 
to pay the principal to decedent and her brother, after first providing 
for the construction of property for two charitable purposes and that 
the cost of each “shall not exceed” $50,000 and $200,000 respectively. 
The trust was still in existence at the time of decedent’s death, and 
decedent’s executor valued the remainder interest in part by discounting 
the value of the $250,000 charitable projects. The lower court had 
eliminated the discount on the ground that the language used was not 
“of sufficient certainty under the decisions to qualify such bequests as 
charitable deductions for Federal Estate Tax purposes.” Held: The 
discount should not have been eliminated. The question is not whether 
an estate is entitled to a charitable deduction, since decedent did not 
make the transfer. The question is solely the fair market value of dece- 
dent’s remainder interest and the provisions for charities are an element 
of such value. 
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Estate Compromise Did Not Result in Transfer 


Estate of Elizabeth W. Vease v. Commissioner of Internal Revenue, 
United States Tax Court, March 31, 1961 


Decedent's father died testate in 1919. At the time of his death, 
there was an executed will in existence and the draft of a new will. The 
father’s attorney advised the family of these facts without explaining the 
provisions of either document. Without any such knowledge, the fa- 
ther’s heirs agreed to carry out the terms of the unexecuted draft will. 
Under the executed will, decedent received certain rights, and the Com- 
missioner contended that decedent had transferred these rights in return 
for an interest in a trust in which she had retained a life interest. Held: 
The estate was administered under both the will and the unexecuted will 
by virtue of the family agreement. Decedent “inherited” the interest 
in the trust from her father, and was at no time the “owner” of the 
property in trust. 


Bonus to Widow Not Includible in Gross Estate 


Estate of Robert M. Stone v. United States, United States 
District Court, Massachusetts, April 3, 1961 


Decedent had been employed as an officer of a corporation under a 
contract which provided, in part, that the corporation would, on the 
death of the decedent, pay the amount of one year’s salary to his widow. 
Decedent, for at least ten years prior to his death, had received a bonus 
of $12,000 annually. Upon decedent’s death, the corporation paid his 
then annual salary, $18,000, to his widow, and in addition, paid $1500 
per month to her for a period of eight months. Held: The amount of 
the salary payment was includible in decedent’s gross estate, since his 
contract with the corporation gave him an “interest” in this property at 
the time of his death. As to the bonus, however, while decedent might 
“reasonably have expected” to receive it if alive, there could be no “strong 
expectation” that the corporation would pay it to his widow. 


New Legislation Enacted 

An amendment enacted by the laws of 1961 adds to the exemption 
from Massachusetts tax residential property used as a domicile by hus- 
band and wife and held in joint tenancy. Prior to amendment, the 
statute exempted only tenancies by the entirety. The amendment is 
effective July 26, 1961. Legislation enacted in Minnesota provides, as 
to decedents dying during 1962 or thereafter, that federal estate taxes 
shall be apportioned unless the Will or applicable nontestamentary instru- 
ment provides otherwise. Unless otherwise directed, the tax on an estate 
for years or for life is payable from corpus and is not apportioned. 
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Pennsylvania Charitable Exemption Clarified 
Estate of Gertrude H. Tracy, Pennsylvania Supreme Court, April 17, 1961 

Decedent’s Will provided that the income of her estate be paid to 
named beneficiaries, and the remainder distributed to charities. At the 
time of decedent’s death, the applicable statute provided that bequests 
to charity were subject to inheritance tax, which was payable at the time 
the charities came into possession of the property. Prior to the death 
of the income beneficiaries, the statute was amended to exempt from in- 
heritance tax transfers to charitable institutions. Held: The inheritance 
tax was properly payable. The change in the law was prospective, and 
applied only to subsequent transfers. The transfer by the decedent oc- 
curred at her death, and the claim of the Commonwealth for tax was 
vested prior to the change in the law. 


Pennsylvania Taxes Nonresident’s Revocable Trust 
Commonwealth v. The First Pennsylvania Banking and Trust Company, 
Common Pleas Court of Dauphin County, Pennsylvania, March 22, 1961 
Decedent was a citizen of the United States and a resident of France. 
Prior to his death, he created a revocable trust with a Pennsylvania bank 
as trustee, to pay the income to himself for life, then to a secondary in- 
come beneficiary who was a citizen of France, with remainder over to 
charity. The applicable statute subjected to inheritance tax transfers 
by a nonresident of “goods, wares, and merchandise within” Pennsylvania. 
Held: The transfer is subject to tax. The statute requires a broad in- 
terpretation of its terms, and the extensive powers granted to the trustee, 
among other factors, causes the situs of the intangibles held in trust to 
be in Pennsylvania. 





Power Not Created When Made Irrevocable 
Technical Information Release No. 320, June 1, 1961 
The Internal Revenue Service has recently announced that it will 
follow a recent decision, and will consider conforming the regulations 
of the Commissioner to it. The case involved the agreement of an in- 
sured with the insuring company to hold the proceeds for the benefit of 
another, giving the beneficiary the power to withdraw the proceeds at 
will. The Internal Revenue Service had previously maintained that the 
power was created in the beneficiary upon the death of the insured, 
since the agreement was revocable until that time by the insured. It 
will now consider the power as created at the time the agreement is 
executed. The issue is of importance where the agreement is executed 
on or before October 21, 1942, since general powers of appointment 
created on or before such date are taxable in the estate of the holder 
thereof only if exercised. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Municipal Industrial Financing 


A blast against the use of muni- 
cipal credit to finance construction 
of industrial facilities has been is- 
sued by the Investment Bankers 
Association of America. This prac- 
tice, it contends, constitutes a dan- 
gerous use of tax-exempt credit. 
The best solution to the problem, 
the IBA continues, is to amend the 
Federal income tax law to deny the 
corporate lessee a deduction for 
rental payment. It would deny 
such a deduction where the rental 
payment is made to a state or muni- 
cipality for the use of the industrial 
plant acquired or improved out of 
the proceeds of tax-exempt bonds. 
“This would negate,” the IBA de- 
clares, “the unfair tax advantage to 
the private industrial company in 
such financing.” 

State and municipal credit has 
been used to finance acquisition, 
construction or improvement of in- 
dustrial facilities to be leased to 
private companies. This method of 
attracting industries, generally re- 
ferred to as “municipal industrial 
financing,” has been utilized in cer- 
tain states in the aggressive compe- 
tition between states and munici- 
palities to attract new industries. 
New industries are desirable be- 
cause they provide employment and 
the benefits thereof to the commu- 
nity. 

Increasing use of municipal credit 
to finance industrial facilities, the 
IBA reminds us, suggests that his- 
tory is soon forgotten. It notes 
that there were three periods in 
American history during which 
states and municipalities found 


themselves in serious financial diffi- 
culties as a result of such activities. 


The first of these periods covered 
the years 1825-1837, which was 
one of rapid expansion in the na- 
tion. By 1837, the aftermath of 
excessive speculation started to ap- 
pear and an eight-year depression 
was experienced. “Most of the 
canal companies, railroad compan- 
ies and banks, which the States had 
so blithely financed, became insol- 
vent. Land values suffered a drastic 
decline, and businessmen went 
bankrupt by the thousands,” con- 
tinues the IBA report, quoting from 
David Wood's “Public Aid to Pri- 
vate Interests .. . ,” which appeared 
some ten years ago in the Daily 
Bond Buyer. 

“The States, which had issued 
large amounts of bonds to aid pri- 
vate businesses, now found them- 
selves unable to meet their obliga- 
tions. In many cases they had 
abolished direct taxes in the expec- 
tation that the profits they would 
derive from their investments in the 
canals, railroads and banks would 
defray all governmental expenses. 
Now these taxes had to be restored 
and at greatly increased rates. The 
collections of these taxes were very 
poor, and the result was the first 
widespread period of default in 
public securities which occurred in 
this country.” 

The second calamity followed 
the post Civil War boom. For ex- 
ample, municipalities in the Missis- 
sippi Valley vied with one another 
in efforts to obtain railroad con- 
nections, offering inducements and 
subsidies to railroad promoters. 
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The local governments bonded 
themselves in excess of their as- 
sessed valuations to aid the carriers; 
it was believed that the value of 
property would be greatly increased 
by virtue of railroad connection 
and that the burden of the debt 
would, therefore, be negligible. 
When the bubble of speculation in 
railroad securities and middle wes- 
tern farm lands burst, municipali- 
ties began to default on their bonds. 
According to Woods, “In practically 
every instance the financial diff_- 
culties of the municipalities were 
due to the large amount of bonds 
which they had issued to assist 
private capital in the construction 
of railroads.” 


The third problem period arose 
out of urban development which 
was witnessed in this country dur- 
ing the 1920’s, when muncipalities 
grew phenomenally, especially in 
outlying sections. At first, this 
growth was financed by private cap- 
ital but, when private borrowings 
had reached their limit, the munici- 
palities undertook to provide the 
capital needed to continue the de- 
velopments. Woods described the 
situation graphically. “The land 
boom terminated in a violent explo- 
sion. In some municipalities lots 
which were assessed for $7,500, 
based on actual sales, could be pur- 
chased in any desired quantity for 
as little as $25 apiece. The tremen- 
dous debts, which were incurred to 
aid the real estate developers now 
fell with a crushing burden upon 
the taxpayers of these communities. 
Defaults began in Florida in the 
year 1927. By 1933 they had spread 
into many states, and, in that year, 
it has been estimated there were 
outstanding municipal bonds in the 
aggregate amount of $2 billion in 
default in the payment of either 
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An examina- 
tion into the cause of these defaults 
discloses that, in almost every in- 
stance, the debts incurred by the 
municipality to aid the promoters 
of real estate developments, when 


principal or interest. 


added to ‘its other obligations, 
amounted to a debt burden which 
the people could not carry. 

“This brief exposition of the three 
major municipal default periods 
which have occurred in this country 
discloses one factor which is com- 
mon to all of them. In each instance 
heavy indebtedness was incurred 
for the purpose of aiding private 
enterprise.” 


Small Business 
Investment Companies 


Although the Small Business In- 
vestment Company Act was passed 
in the summer of 1958, it was early 
1959 before the first company re- 
ceived a license from the Small 
Business Administration. However, 
by the end of 1960, 171 SBIC’s were 
in operation. Including estimated 
proceeds from public offerings in 
process or in registration, over $200 
million of capital funds has been 
raised. Of this sum, 90 per cent 
has been forthcoming from sources 
other than Government. In addi- 
tion, at the last year-end, the SBA 
had received applications from an- 
other 160 companies. 


A timely and informative discus- 
sion of SBIC’s appears in the cur- 
rent edition of Arthur Wiesenberger 
& Company’s Investment Compan- 
ies, which also tells us that the 
twenty-odd companies which have 
gone public have attracted capital 
funds in excess of $150 million. 
One of the attractive features of 
SBIC’s, it is pointed out, is the 
highly favorable tax treatment 
which is accorded both to the com- 
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pany and their individual investors. 
Tax advantages are outlined as fol- 
lows: 

1 — Although most corporate tax- 
payers are permitted an 85 per cent 
exemption on intercorporate divi- 
dends, all dividend income received 
by an SBIC is 100 per cent tax-free. 

2— Should an SBIC experience a 
capital loss on an investment, this 
loss may be applied against ordi- 
nary income received. 

3— Of interest to individual in- 
vestors, especially those in the high 
tax brackets, is the fact that any 
capital loss on sale of SBIC shares 
may be applied as a deduction from 
ordinary taxable income. 

“Small Business Investment Com- 
panies,” explains the Wiesenberger 
manual, “which are in effect blends 
of closed-end investment companies 
and investment holding companies, 
represent an innovation in corporate 
financing. Their initial capital may 
be a combination of both private 
and Government funds. In order 
to obtain a license from the Small 
Business Administration and com- 
mence operations, an SBIC must 
have a minimum capital and sur- 
plus of $300,000. The Government, 
through the SBA, may provide up 
to half of this minimum require- 
ment through the purchase of an 
SBIC’s subordinated debentures 
[deemed to be part of the capital 
and surplus of an SBIC for purposes 
of the Small Business Investment 
Act]. Moreover, once an SBIC has 
obtained its initial capital, the SBA 
is authorized to lend the investment 
company up to 50 per cent of its 
capital and surplus. When an SBIC 
is in operation, it is permitted to 
borrow from private sources up to 
four times its capital and surplus. 
Thus, the original private invest- 
ment may be leveraged substan- 


639 


tially as the investment company 
employs its resources in financing 
small business concerns.” 


SBIC’s may invest in small con- 
cerns whose total assets do not ex- 
ceed $5 million; whose net worth 
does not exceed $2.5 million; whose 
average net income for the two 
preceding years does not exceed 
$250,000. To qualify for SBIC in- 
vestment, the company must be 
independently owned and operated 
and must not be dominant in the 
business. 

With respect to the evaluation 
of SBIC issues, the Wiesenberger 
manual declares that conventional 
methods of analyzing closed-end 
investment company securities are 
not particularly applicable. Asset 
values have little meaning; invest- 
ment values are generally carried 
at cost and, often as not, no market 
value exists for the major portion 
of these investments. To make 
analysis even more difficult, most 
SBIC’s are not yet fully invested; 
where investments have been made, 
many are in highly technological 
and advanced scientific fields. Ac- 
cordingly, “portfolio analysis is 
likely to prove unrewarding.” 

However, the manual does sug- 
gest general criteria, the evaluation 
of which should prove more help- 
ful. One is the capability of man- 
agement—which is perhaps more 
important here than in the case of 
other types of investment com- 
panies. Here, the business history 
of directors and management per- 
sonnel, their industrial affiliations 
and their reputations in scientific 
circles, may describe their talents. 

Another new chapter in the 1961 
edition of Investment Companies, 
“International Investing Through 
Funds,” explores the potentials and 
pitfalls of investing abroad. There 
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are 348 domestic and Canadian 
funds covered in this 460-page com- 
pendium, the most authoritative 
work in the field. 


Forecasting Business Activity 


A brief description of sensitive 
business indices and what they are 
predicting for the period ahead ap- 
pear in “The Leading Business In- 
dicators: A Current Appraisal,” a 
recent memorandum issued by the 
Bankers Trust Company of New 
York. 

All business cycles have certain 
common characteristics which often 
permit early recognition of an up- 
turn in economic activity. These 
findings were established by studies 
made by the National Bureau of 
Economic Research, which dis- 
closed the existence of certain lead- 
ing or “sensitive” indicators and 
their tendency to consistently rise 
and fall in advance of the economy 
as a whole. These sensitive indi- 
cators measure changes in a wide 
range of activities in different sec- 
tors of the economy. 

Changes in business expectations 
are reflected, to some extent, in 
prices of common stocks and prices 
of raw materials. Direct commit- 
ments for capital expansion find 
their expression in new orders for 
durable goods and in new contract 
awards for industrial and commer- 
cial building. General conditions 
in the labor market are measured 
by the average workweek in manu- 
facturing and the rates at which 
factory workers are being hired and 
laid off. Financial results find re- 
flection in corporate profits and 
business failure liabilities. 

Of course, as the Bankers Trust 
memo explains, sensitive indicators 
are not without their shortcomings. 
Delays involved in obtaining data 
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pose a practical problem. With one 
or two exceptions, the statistics 
available the soonest are at least a 
month old, and some _ indicators 
have a lag time of two or three 
months or more. Lag time in the 
corporate profits series is long 
enough to materially reduce its 
value in forecasting. 


Another problem involves adjust- 
ing for proper allowances for sea- 
sonal variations and month-to- 
month differences in the number of 
working days. If these adjustments 
are inadequate or improper, inter- 
pretation is apt to be distorted and 
the usefulness of these indicators 
impaired. An even greater diffi- 
culty arises from the wide and er- 
ratic fluctuations of many indica- 
tors, sometimes on a month-to- 
month basis. Since volatility can 
frequently obscure changes in the 
basic direction of indicators for sev- 
eral months, this can be quite frus- 
trating near business turning points. 
Then, again, indicators are not in- 
fallible; sometimes they lag behind 
rather than lead the business cycle; 
on other occasions, the changes 
may signal “false starts.” 

Of all the indicators, business 
failure liabilities are the most erra- 
tic. Indicators which display the 
greatest time lag—being quarterly 
rather than monthly series—are 
corporate profits, the increase in 
the number of operating busines- 
ses, and inventory investment. 


It is apparent that the business 
analyst runs into many practical 
problems in interpreting these indi- 
cators. Nevertheless, they have 
proven to be of value to economic 
observers in attempts to forecast. 

With respect to the current busi- 
ness outlook, the Bankers Trust 
Company regards as highly favor- 
able the recent performance of 
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these sensitive indicators. In fact, 
it comments, the leading indicators 
as a group have been advancing 
almost as rapidly as they did during 
the comparable period in 1958. 
This, together with the sharp April 
rise in industrial production, has 
been interpreted by some econo- 
mists as heralding a renewed boom. 

“It is assuredly conceivable,” the 
article remarks, “that the uptrend 
currently in progress may turn out 
to be more vigorous than many now 
expect. Nevertheless, support for 
such a conclusion cannot be de- 
rived from the behavior of the lead- 
ing indicators. Past experience 
shows that when the economy is 
contracting, the indicators in an 
early stage of the recession may 
give some clue as to its ultimate 
severity, but that no such guide is 
available in the recovery phase of 
the cycle. 

“In fact, during the early stages 
of the three previous business re- 
coveries, the rates of expansion of 
the leading indicators as a group 
were remarkably similar even 
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though the pace and extent of the 
economic advances varied widely 
in each instance. Consequently, 
the current behavior of the leading 
indicators is no less consistent with 
a moderate business recovery such 
as that which followed the 1953-54 
recession than it is with a sharp 
business rebound like that of 1958.” 
Statistics of late spring have 
amply confirmed the end of the 
1960-61 recession and the onset of 
a business recovery. And although 
many observers have registered sur- 
prise at the sudden turn-about, this 
course of events was foreshadowed 
several months ago by a number of 
sensitive business indicators. 


Odds and Ends 


The Federal Reserve Bank of 
Philadelphia is making available, 
upon request, “Monetary Policy: 
Decision Making, Tools, and Ob- 
jectives,” a pamphlet collection of 
articles. Requests should be ad- 
dressed to the Department of Public 
Information of the bank, Philadel- 
phia 1, Pa. 
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MORTGAGE AND REAL ES- 
TATE INVESTMENT GUIDE 
(1961 Edition) by Malcolm C. 
Sherman. Printed by arrange- 
ment with Spaulding-Moss Com- 
pany, Boston, Massachusetts. Ob- 
tainable from author at 200 
Berkeley Street, Boston 17, Mas- 
sachusetts. Pp. 408. $16.88. This 
is the sixteenth edition of a work, 
various prior editions of which 
have been issued from 1952 to 
the present. The work is in 
loose-leaf form and it is contem- 
plated that it will be kept up-to- 
date by substitute and additional 
pages sent to holders each May 
and November with an explana- 
tory letter. 

The book is a concise compila- 
tion, written in laymen’s lang- 
uage, of laws and court decisions 
dealing with mortgages and real 
estate investments and other rele- 
vant matters. It covers the laws 
of fifty states, the District of 
Columbia, Puerto Rico, British 
Columbia, Ontario and Quebec. 

In approximately the first half 
of the book, the author has sum- 
marized salient features of the 
laws of the fifty-five jurisdictions 
indicated above with respect to 
mortgages and real estate invest- 
ments in a number of categories, 
including usury statutes, typical 
forms of mortgages in use, reme- 
dies available to the mortgagee, 
foreclosure laws, open-end mort- 
gages, statutory liens, the right of 
aliens to own real estate, and the 
kinds of title evidence in use. 

Under the author's arrange- 
ment, a person may easily check 
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the principal features of the law 
of one or more states on a partic- 
ular subject. For example, if a 
person desires to ascertain the 
penalty for usury in the New 
England states, that information 
is readily available. 

The next part of the work, 
approximately one-third of the 
coverage, discusses alphabetically 
a number of questions in miscel- 
laneous categories starting with 
the subject of acknowledgements 
and ending with Veterans Admin- 
istration loans. This part of the 
book contains a wealth of mate- 
rial to guide a person seeking 
answers to innumerable ques- 
tions relating to mortgages or 
real estate investments. For ex- 
ample, there is an excellent sum- 
ary of relevant tax laws including 
taxes on deeds and mortgages 
and recording fees. 

The latter part of the work 
consists of a very useful guide to 
statutes dealing with activities of 
out-of-state corporations which 
are of vital importance to any 
banker making a mortgage loan 
on property in another state. 

A handy index at the beginning 
of the book should facilitate its 
use. 

The book should be invaluable 
to any banker who is interested 
in making mortgage loans on 
property in another state or who 
is interested in comparing the 
laws of another jurisdiction with 
those of his own. The work 
should also be useful to lawyers 
who do real estate work as a 
summary of laws of other states. 
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In addition, the banker or attor- 
ney should find that the book 
presents an excellent bird’s eye 
view of the law of his own state 
on mortgages and real estate in- 
vestments. 

There are other state law com- 
pilations which deal in one or 
another respect with the real 
estate matters covered in Mr. 
Sherman’s work, but this reviewer 
has not seen a better summary 
of law in the particular field 
covered nor a better compilation 
of state laws in any field prepared 
by a single individual. The book 
is highly recommended for any 
person who is interested in mort- 
gage loans or real estate invest- 
ments. 


World Trade Academy Press, Inc., 


50 East 42nd Street, New York 
17, N.Y. has announced that the 
4th edition of the DIRECTORY 
OF AMERICAN FIRMS OPER- 
ATING IN FOREIGN COUN- 
TRIES is now available. This 
1961-1962 edition is 202 pages 
and can be purchased in cloth 
for $17.50. More than 3,300 
American Corporations are cov- 
ered. These corporations con- 
trol and operate over 8,500 for- 
eign business enterprises with 
a book value of more than 
$32,000,000,000. The Directory 
is divided in two sections for 
quick reference. The INTER- 
NATIONAL GEOGRAPHICAL 
DISTRIBUTION; and the AL- 
PHABETICAL LISTINGS of 
the COMPANIES. It is inter- 
esting to note that American 
businesses now employ more 
than 3,000,000 workers and pro- 
duce $35,000,000,000 worth of 
commodities each year in en- 
terprises abroad. 


INSURANCE AND 


f£NCYCLOPEDIC DICTIONARY 


OF BUSINESS FINANCE. Pre- 
pared by the Editorial Staff of 
Prentice-Hall. Englewood Cliffs, 
N. J. 1961. $19.50. Pp. 658. One 
of the many attractive features 
of this encyclopedia is its com- 
prehensive treatment of key 
terms by non-technical easy-to- 
read explanations. Financial 
practice is illustrated through 
how-to-do material; clarification 
is facilitated through application 
of financial principles. This is 
a valuable guide and reference 
tool with which to handle the 
many financial questions that 
arise in daily business activities. 
Explanations both authoritative 
and extensive. 


CORPORATION FINANCE. By 


Jules I. Bogen. Alexander Ham- 
ilton Institute. New York City. 
1960. Pp. 364. This is a stream- 
lined presentation of the funda- 
mentals which underlie the fi- 
nancial conduct of a_ business. 
Financial planning, cash man- 
agement, mergers, reorganiza- 
tions, pensions and profit shar- 
ing, are some of the topics 
covered in concise and informa- 
tive fashion. Embodying the 
latest methods and practices, this 
highly readable volume is avail- 
able only as part of the Alexan- 
der Hamilton Institute’s Execu- 
tive Development Program. 


PUBLIC 
POLICY. By Spencer L. Kim- 
ball. Univ. of Wisconsin Press. 
Madison, Wis. 1960. Pp. 340. 
$6.00. Fully documented edi- 
tion, pp. 387. $7.50. This is a 
legal history of the insurance 
business on the State of Wiscon- 
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sin. Professor Kimball goes be- 
yond the law’s concern with 
internal insurance company ac- 
tivities; he also objectively con- 
siders the relationship of the 
insurance industry to the public. 
A valuable functional analysis of 
insurance law, it is heavily an- 
notated and includes an excel- 
lent bibliography. The fully 
documented edition includes a 
sperate section of notes in addi- 
tion to the usual footnotes. 


MURPHY’S WILL CLAUSES. By 
Joseph Hawley Murphy. Mat- 
thew Bender & Company, Inc. 
New York City 17, N. Y. $25.00. 
Pp. 740. This is a compilation 
of will clauses for almost every 
possible purpose by an author 
who has specialized in the field 
of estate planning and taxation. 
In addition, the clauses are an- 
notated and their various tax 
effects discussed. The _ intro- 
duction is devoted to the many 
factors that must be considered 
in drafting the will, such as the 
many possible beneficiaries from 
immediate family to charities; 
the assets of the estate; the dis- 
positions under the will; ap- 
pointment of judiciaries; powers 
of judiciaries; directions on 
debts and taxes; tax considera- 
tions; and gifts. This is follow- 
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ed by nineteen (19) chapters of 
clauses which are logically 
grouped according to the subject 
of each chapter. In addition, 
there is a thorough key word in- 
dex treating all the situations 
and legal principles and forms 
found throughout the book. The 
chapters cover examples of en- 
tire wills and codivils; clauses of 
testamentary dispositions; incor- 
poration by reference to non- 
testamentary acts; non-disposi- 
tion clauses; descriptions of 
property; estates and interests in 
property; testamentary _ trusts; 
powers of appointment and in- 
vasion; marital deduction be- 
quests; particular beneficiaries; 
bequests and devices to charity; 
particular legacies and devices; 
conditioned and deferred lega- 
cies; rights and liberties of leg- 
atees and devices, appointment 
and compensation of judiciaries; 
powers of judiciaries; directions 
on taxes; inter vivos_ instru- 
ments; and miscellaneous types 
such as direction on burial and 
disposition of body. One should 
be able to easily find a clause 
for every need or as a check of 
the adequacy of the language of 
the clauses of an existing will. 
If one specializes in the drafting 
of wills, this is a necessary addi- 
tion to his library, as it will pay 
for itself innumerable times. 








